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SECURITIES ACT OF 1933 
Release No. 6081/June 20, 1979 


In the Matter of 


THE WEBSTER & SHEFFIELD PARTNERS’ AND 
EMPLOYEES’ RETIREMENT PLAN 

1 Rockefeller Plaza 

New York, NY 10020 


(18-40) 


ORDER PURSUANT TO SECTION 3(a) (2) OF 
THE SECURITIES ACT OF 1933 EXEMPTING 
FROM THE PROVISIONS OF SECTION 5 OF 
THE ACT INTERESTS OR PARTICIPATIONS IN 
THE WEBSTER & SHEFFIELD PARTNERS’ AND 
EMPLOYEES’ RETIREMENT PLAN 


Webster & Sheffield, a law firm organized as a 
partnership under the laws of New York, filed an 
application on March 5, 1979, for an exemption 
from the registration requirements of the Securities 
Act of 1933 (‘Act’) for interests or participations 
issued in connection with the Webster & Sheffield 
Partners’ and Employees’ Retirement Plan 
(“Plan”). 
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On May 24, 1979, a notice was issued (Securities 
Act Release No. 6070) of the filing of the applica- 
tion. The notice gave interested persons an op- 
portunity to request a hearing and stated that an 
order disposing of the application would be issued 
as of course unless a hearing should be ordered. 
No hearing has been requested and the Commis- 
sion has not ordered a hearing. 


The matter has been considered and it is found 
that the granting of the application is appropriate in 
the public interest and consistent with the protec- 
tion of investors and the purposes fairly intended 
by the policy and provisions of the Act. Accord- 
ingly, 


IT IS ORDERED, pursuant to Section 3(a)(2) of 
the Act, that interests or participations issued in 
connection with the Plan shall not be subject to the 
requirements of Section 5 of the Act, effective 
forthwith. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES ACT OF 1933 
Release No. 6082/June 21, 1979 


In the Matter of 


THE HEWETT JOHNSON SWANSON & BARBEE 
RETIREMENT PLAN 

4700 First International Building 

Dallas, TX 75270 


(18-42) 


NOTICE OF FILING OF APPLICATION PUR- 
SUANT TO SECTION 3(a)(2) OF THE SECURI- 
TIES ACT OF 1933 FOR AN ORDER EXEMPT- 
ING FROM THE PROVISIONS OF SECTION 5 OF 
THE ACT INTERESTS OR PARTICIPATIONS IN 
THE HEWETT JOHNSON SWANSON & BARBEE 
RETIREMENT PLAN 





NOTICE IS HEREBY GIVEN that Hewett Johnson 
Swanson & Barbee (the “Applicant’’), a law firm 
organized as a partnership under the laws of the 
State of Texas, has, on March 5, 1979, filed an 
application for exemption from the registration re- 
quirements of the Securities Act of 1933 (‘‘Act’’) for 
participations or interests issued in connection 
with the Hewett Johnson Swanson & Barbee Re- 
tirement Plan (the “Plan’). All interested persons 
are referred to that document, which is on file with 
the Commission, for the facts and representations 
contained therein which are summarized below. 


|. Introduction 


Applicant states that Applicant has adopted the 
Plan to provide retirement, disability, and death 
benefits for its partners and employees. Applicant 
states that because the Plan covers persons (in 
this case, Applicant’s partners) who are employ- 
ees within the meaning of Section 401(c)(1) of the 
Internal Revenue Code of 1154 (the “Code’’), the 
Plan is excepted from the exemption provided by 
Section 3(a)(2) of the Act for interests or participa- 
tions in employee benefit plans of certain 
employers. Section 3(a)(2) of the Act provides, 
however, that the Commission may exempt from 
the provisions of Section 5 of the Act any interest 
or participation issued in connection with a pen- 
sion or profit-sharing plan which covers employees 
some or all of whom are employees within the 
meaning of Section 401(c)(1) of the Code, if and to 
the extent that the Commission determines this to 
be necessary or appropriate in the public interest 
and consistent with the protection of investors and 
the purposes fairly intended by the policy and pro- 
visions of the Act. 


ll. Description of the Plan 


Applicant states that the Plan is an employee 
benefit plan which was adopted on September 30, 
1975, to be effective as of October 1, 1974, and 
amended effective October 1, 1977. Applicant 
further states that the Plan is qualified under Sec- 
tion 401(a) of the Code. The Plan covers all 
partners, associate attorney. and non-lawyer em- 
ployees of Applicant, provided that the participant 
has first completed three years of service. As of 
September 30, 1978, the close of the Plan’s last 
fiscal year, 17 partners, 7 associates, and 17 
non-lawyer employees of the Applicant were eli- 
gible to participate in the Plan. The amendment to 


the Plan effective October 1, 1977, allows partners 
of Applicant otherwise eligible to participate in the 
Plan to elect not to have contributions made to the 
Plan on their behalf and not to participate in the 
Plan in a given fiscal year of the Plan. As of the 
date of the application, three partners have 
elected not to participate in the Plan in the current 
fiscal year. 


The Applicant contributes to the Plan each year an 
amount equal to 7.5% of the first $100,000 of each 
eligible employee's salary to the Plan. Effective for 
the current Plan fiscal year and for subsequent fis- 
cal years, such amount is subject to certain reduc- 
tions relating to Social Security taxes and self em- 
ployment taxes paid or to be paid by eligible em- 
ployees. The Applicant’s contribution to the Plan 
on behalf of each partner participating in the Plan 
who is also a participant in a similar plan of 
another unincorporated business, when added to 
contributions to such other plans on behalf of such 
a partner participant, may not exceed $7,500 and 
must be prorated between all plans in which such 
partner participates. Employees participating in 
the Plan may elect to contribute annually to their 
own accounts in the Plan amounts not exceeding 
10% of their compensation (as defined by the 
Plan) in the year of the contribution. Owner- 
Employee participants (as defined in the Plan) 
may not make voluntary contributions in any year 
in which the Applicant makes Plan contributions 
only on behalf of Owner-Employees. The com- 
bined voluntary contributions of any Owner- 
Employee under the Plan and other similar plans 
in which such Owner-Employee participates may 
not exceed $2,500. 


All contributions are paid to a trustee which re- 
ceives and administers contributions to the Plan 
for the benefit of Plan participants. The trustee is 
First National Bank in Dallas. The Plan is ad- 
ministered by a committee which.is presently 
composed of five partners of Applicant and the 
Legal Administrator of Applicant. The Committee is 
responsible for acquiring, managing and disposing 
of the Plan’s assets and to resolve disputes con- 
cerning the interpretation of the Plan. In addition, 
the Committee directs the trustee to make pay- 
ments out of the Plan’s assets. The Committee 
pursuant to the Trust Agreement appointed Trevor 
Stewart Burton & Jacobsen, Inc., a registered in- 
vestment adviser under the management services 
to the Committee and to act as the Committee’s 
agent in purchasing, selling, and otherwise dealing 
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in securities for the Plan’s account, delegating to 
the Investment Manager the Committee’s discre- 
tion over the Plan’s investment decisions. 


Ill. Discussion 


Applicant states that if the partnership were a cor- 
poration, interests and participations in the Plan 
would be exempt under Section 3(a)(2) of the Act. 
Applicant submits that merely because Applicant is 
unincorporated is no reason for subjecting such 
interests and participations to the registration re- 
quirements of the Act. Applicant further submits 
that the intent of Congress in excluding from the 
exemption plans in which self-employed persons 
were participants was to prevent the sale without 
registration of interests in prepackaged plans of- 
fered by financial institutions to self-employed per- 
sons lacking the sophistication to protect them- 
selves and their employees, and that the provision 
permitting the Commission to grant exemption 
upon application was included in Section 3(a)(2) of 
the Act to make available an exemption for 
partnership plans where the plan and the entity in- 
volved are comparable to corporate plans exemp- 
ted by Section 3(a)(2). 


Applicant states that the Plan covers partners and 
employees of a single firm and is not a uniform 
prototype plan of a type designed to be marketed 
by a sponsoring financial institution or promoter to 
numerous unrelated self-employed persons. Appli- 
cant represents that it has not distributed and does 
not intend to distribute any type of promotional 
material relating to the Plan (other than such mate- 
rial as Applicant is required under ERISA to dis- 
tribute to participants or to employees) and has not 
made and does not intend to make any solicitation 
of voluntary contributions under the Plan. Appli- 
cant makes available to Plan participants for in- 
spection, upon request and without charge, copies 
of the Plan and all documents relating to it. 


Applicant states that it is engaged in furnishing 
legal services of a type which necessarily involves 
financially sophisiticated and complex matters 
and, for that reason as well as the extensive ad- 
ministrative control over the Plan maintained by 
the Partnership, is able to represent adequately its 
interests and the interests of its employees who 
are participants in the Plan. 


Applicant concludes that for the foregoing rea- 
sons, granting the requested exemptive order 
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would be appropriate in the public interest, con- 
sistent with the protection of investors and the 
purposes fairly intended by the policy and provi- 
sions of the Act. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than July 16, 1979, at 5:30 
p.m. submit to the Commission in writing a request 
for a hearing on the matter accompanied by a 
statement as to the nature of his interest, the rea- 
son for such request, and the issues, if any, of fact 
or law proposed to be controverted, or he may re- 
quest that he be notified if the Commission should 
order a hearing thereon. Any such communication 
should be addressed: Secretary, Securities and 
Exchange Commission, Washington, D.C. 20549. 
A copy of such request shall be served personally 
or by mail upon Applicants at the address stated 
above. Proof of such service (by affidavit or in the 
case of an attorney at law, by certificate) shall be 
filed contemporaneously with the request. An 
order disposing of the application will be issued as 
of course following July 16, 1979, unless the 
Commission thereafter orders a hearing upon re- 
quest or upon the Commission’s own motion. Per- 
sons who request a hearing, or advice as to 
whether a hearing is ordered, will receive any 
notices and orders issued in this matter, including 
the date of the hearing (if ordered) and any post- 
ponements thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES ACT OF 1933 
Release No. 6083/June 21, 1979 


In the Matter of 


LORD, DAY & LORD RETIREMENT PLAN FOR 
ATTORNEYS 

25 Broadway 

New York, NY 10004 


(18-48) 





NOTICE OF FILING OF APPLICATION FOR AN 
ORDERED PURSUANT TO SECTION 3(a)(2) OF 
THE SECURITIES ACT OF 1933 EXEMPTING 
FROM THE PROVISIONS OF SECTION 5 OF 
THE ACT INTERESTS OR PARTICIPATIONS IN 
LORD, DAY & LORD RETIREMENT PLAN FOR 
ATTORNEYS 


NOTICE IS HEREBY GIVEN that Lord, Day & Lord 
(the ‘‘Applicant’’), a law firm organized as a 
partnership under the laws of the State of New 
York, has, on March 26, 1979, filed an application 
for exemption from the registration requirements of 
the Securities Act of 1933 (the ‘‘Act’’) for interests 
or participations issued in connection with the 
Lord, Day & Lord Retirement Plan for Attorneys 
(the ‘“Plan’). All interested persons are referred to 
that document, which is on file with the Commis- 
sion, for the facts and representations contained 
therein, which are summarized below. 


|. Description and Administration of the Plan 


The Plan covers Applicant's legal staff, of whom 
91 attorneys were eligible to and did participate in 
the Plan during the last completed Plan year. 
Members of the legal staff are eligible to partici- 
pate in the Plan if they are at least 25 years of age 
and have completed one year of service with Ap- 
plicant. Applicant states that the Plan is of the type 
commonly referred to as a “Keogh” plan, which 
covers persons (in this case, Applicant’s partners) 
who are employees within the meaning of Section 
401(c)(1) of the Internal Revenue Code of 1954 
(the “Code’’), and therefore is excepted from the 
exemption provided by Section 3(a)(2) of the Act 
for interests or participations in certain employee 
benefit plans of corporate employers. Section 
3(a)(2) provides, however, that the Commission 
may exempt from the provisions of Section 5 of the 
Act any interest or participation issued in connec- 
tion with a pension or profit-sharing plan which 
covers employees, some or all of whom are em- 
ployees within the meaning of Section 401(c)(1), if 
and to the extent that the Commission determines 
this to be necessary or appropriate in the public 
interest and consistent with the protection of in- 
vestors and the purpose fairly intended by the 
policy and provisions of the Act. 


Applicant states that the Plan was originally estab- 
lished on October 1, 1973 and was amended and 
restated in its entirety, effective as of January 1, 


1975, in order to comply with the Employee Re- 
tirement Income Security Act of 1974 (“ERISA”). 
The Internal Revenue Service has issued a ruling 
to the effect that the Plan, as so amended and re- 
stated, is a qualified plan under Section 401(a) of 
the Code. The Plan is an “employee pension 
benefit plan” subject to regulation by the Depart- 
ment of Labor under ERISA and is subject to the 
fiduciary standards and to the full reporting and 
disclosure requirements of ERISA. Applicant con- 
tributes to the Plan on behalf of participants out of 
its net earnings in amounts determined by a for- 
mula set forth in the Plan. Under the Plan, partici- 
pants may make voluntary contributions to the 
Plan in amounts up to 10% of their compensation, 
subject to certain limits set forth therein. 


Applicant states that Bankers Trust Company is 
the trustee (the ‘“Trustee’”) for the Plan under an 
amended trust agreement (the “Trust Agree- 
ment”). Under the Trust Agreement the Trustee 
has the power in its sole discretion (subject to 
periodic review by the Plan’s Retirement Commit- 
tee) to invest and reinvest Plan assets in any per- 
mitted investments as provided therein. 


ll. Discussion 


Applicant states that if its partnership were a cor- 
poration, interests or participations in the Plan 
would be exempt from registration under the Act 
pursuant to Section 3(a)(2). Applicant submits that 
merely because Applicant is unincorporated is no 
reason for subjecting such interests or participa- 
tions to the registration requirements of the Act. 
Applicant further submits that the intent of Con- 
gress in excluding from the exemption plans in 
which self-employed persons are participants was 
to prevent the sale without registration of interests 
or participants in prepackaged plans offered by fi- 
nancial institutions to self-employed persons who 
might lack the sophistication to protect themselves 
and their employees, and that the provision per- 
mitting the Commission to grant exemptions upon 
application was included in Section 3(a)(2) to 
make available an exemption for interests or par- 
ticipations in partnership plans where the interests 
and participations are comparable to those in cor- 
porate plans exempted by Section 3(a)(2). 


Applicant states that the Plan covers partners and 
employees of a single firm and is not a uniform 
proto-type plan of a type designed to be marketed - 
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by a sponsoring financial institution or promoter to 
numerous unrelated self-employed persons. 


Applicant represents that it has not distributed and 
does not intend to distribute any type of promo- 
tional material relating to the Plan (other than such 
material as Applicant is required under ERISA to 
distribute to participants or to employees) and has 
not made and does not intend to make any solici- 
tation of voluntary contributions under the Plan. 
Applicant makes available to Plan participants 
summary annual reports concerning the Plan. 


Applicant states that, given its experience in deal- 
ing with sophisticated financial matters in the 
course of furnishing legal services to its clients 
and its administrative control over the Plan, it is 
able to represent adequately both its own interests 
and the interests of participants in the Plan. 


Applicant concludes that for the foregoing rea- 
sons, granting the requested exemptive order 
would be appropriate in the public interest, con- 
sistent with the protection of investors and the 
purposes fairly intended by the policy and provi- 
sions of the Act. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than July 17, 1979 at 5:30 
p.m., submit to the Commission in writing a re- 
quest for a hearing on the matter accompanied by 
a statement as to the nature of his interest, the 
reason for such request, and the issues, if any, of 
fact or law proposed to be controverted, or he may 
request that he be notified if the Commission shall 
order a hearing thereon. Any such communication 
shall be addressed: Secretary, Securities and Ex- 
change Commission, Washington, D.C. 20549. A 
copy of such requests shail be served personally 
or by mail upon Applicant at the address stated 
above. Proof of such service (by affidavit or, in the 
case of an attorney-at-law, by certificate) shall be 
filed contemporaneously with the request. An 
order disposing of the matter will be issued as of 
course following July 17, 1979, unless the Com- 
mission thereafter orders a hearing, upon request 
or upon the Commission’s own motion. Persons 
who request a hearing, or advice as to whether a 
hearing is ordered, will receive any notices and or- 
ders issued in this matter, including the date of the 
hearing (if ordered) and any postponements 
thereof. 
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For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 15926/June 15, 1979 


DESIGNATION OF NATIONAL MARKET SYSTEM 
SECURITIES 


AGENCY: Securities and Exchange Commission. 
ACTION: Proposed rulemaking. 


SUMMARY: The Commission proposes to adopt a 
rule which would provide procedures by which se- 
curities would be designated as qualified for trad- 
ing in a national market system. The Commission 
also requests comment on certain issues raised by 
the inclusion of securities currently traded solely 
over-the-counter in a national market system and 
proposes rule amendments which would require 
the dissemination of transaction and quotation in- 
formation with respect to certain securities which 
are currently traded solely over-the-counter. 


DATES: Comments should be submitted on or 
before August 15, 1979. 


ADDRESSES: Persons wishing to submit written 
comments should file ten copies thereof with 
George A. Fitzsimmons, Secretary, Securities and 
Exchange Commission, Room 892, 500 North 
Capitol Street, Washington, D.C. 20549. All sub- 
missions should refer to File No. S7-787 and will 
be available for public inspection at the Commis- 
sion’s Public Reference Room, Room 6101, 1100 
L. Street, N.W., Washington, D.C. 


FOR FURTHER INFORMATION CON- 
TACT: Richard Ketchum, Branch Chief, Division 





of Market Regulation, Securities and Exchange 
Commission, Room 387, 500 North Capitol Street, 
Washington, D.C. 20549 (202) 755-8916. 


SUPPLEMENTARY INFORMATION: The Securi- 
ties and Exchange Commission is publishing for 
comment Proposed Rule 11Aa2-1 (17 CFR 
§240.11Aa2-1) under the Securities Exchange Act 
of 1934 (the “Exchange Act’) [15 U.S.C. 78a et 
seq., aS amended by Pub. L. No. 94-29 (June 4, 
1975)] which, if adopted, would provide proce- 
dures by which securities would be designated as 
qualified for trading in a national market system 
(“national market system securities”). In addition, 
the Commission proposes rule amendments which 
would require the dissemination of transaction and 
quotation information with respect to certain secu- 
rities currently traded solely over-the-counter 
(“OTC securities”) within two months after the 
date (‘effective date’) the Commission approves a 
designation plan submitted by the self-regulatory 
organizations pursuant to Proposed Rule 
11Aa2-1.! 


1. BACKGROUND 


The Securites Acts Amendments of 1975 [Pub. L. 
No. 94-29 (June 4, 1975)] (the “1975 Amend- 
ments’) established as a purpose of the Exchange 
Act the need “to remove impediments to and per- 
fect the mechanism, of a national market system 
for securities,”2 and directed the Commission to 
“facilitate the establishment” of that system.? The 
1975 Amendments did not specify which securities 
should be included in a national market system. 
Instead, in consonance with Congress’ intention to 
provide the: Commission with “maximum flexibil- 
ity’ in facilitating the creation of a national market 
system, Section 11A(a)(2) of the Exchange Act 
provides that: 





1 See text accompanying notes 86-105, infra. 
2 Section 2 of the Exchange Act, 15 U.S.C. 78b. 


3 Section 11A(a)(2) of the Exchange Act, 15 
U.S.C. 78k-1(a)(2). 


4 The Report of the Senate Committee on Banking, 
Housing and Urban Affairs to accompany S. 249 
stated that: 


The Commission, by rule, shall desig- 
nate the securities or classes of securi- 
ties qualified for trading in the national 
market system....5 


The Senate Committee on Banking, Housing and 
Urban Affairs (“Senate Committee”) recognized 
the general flexibility provided the Commission in 
facilitating the creation of a national market system 
and specifically indicated, with respect to the 
Commission's designation authority, that: 


[I]t is not the intention of the bill to force 
all markets for all securities into a single 
mold. Therefore, in implementing the 
bill’s objectives, the SEC would have 
the power to classify markets, firms, and 
securities in any manner it deems 
necessary or appropriate in the public 
interest or for the protection of investors 
and to facilitate the development of sub- 
systems within the national market sys- 
tem.§ 





[A]t this state of market development 
and technological innovation the Com- 
mittee believes it is best to allow 
maximum flexibility in working out spe- 
cific details. For these reasons, the 
Committee determined it essential that 
the Commission be granted broad, dis- 
cretionary powers to oversee the de- 
velopment of a national market system 
and to implement its specific compo- 
nents in accordance with the findings 
and to carry out the objectives set forth 
in the bill. Senate Comm. on Banking, 
Housing & Urb. Affs., Report to Accom- 
pany S.249, S. Rep. No. 94-75, 94th 
Cong., ist Sess. 7 (Comm. Print 1975) 
(“Senate Report’), reprinted in, [1975] 
U.S. Code Cong. & Ad. News 179, 185. 
See also Committee of Conference, H. 
Conference Rep. No. 94-229, H.R. Rep. 
No. 94-229, 94th Cong., 1st Sess. 92 
(1975) (“Conference Report’), re- 
printed in, [1975] U.S. Code Cong. & 
Ad. News 321, 323-4. 


5 15 U.S.C. 78k-1(a)(2). 


6 Senate Report, supra note 4, at 7, [1975] U.S. 
Code Cong. & Ad. News at 185. 
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In keeping with this preference for flexibility, the 
legislative history indicates a Congressional belief 
that the Commission should evaluate all charac- 
teristics of a security (e.g., trading volume, price 
and number of stockholders) which are indicative 
of the suitability of that particular security (or class 
of securities) for inclusion in a national market 
system.’ 


Subsequent to the enactment of the 1975 Amend- 
ments, and in connection with its consideration of 
other related issues, the Commission began its 
analysis of which securities would be most suitable 
for inclusion in national market system facilities. In 
March 1976, the Commission formally requested 
comment on various issues associated with the 
development of a composite limit order book 
(“composite book’’).® With respect to the question 
of what securities should be included in the com- 
posite book, the Commission stated that 


a number of possible approaches are 
possible, including limiting the book to 
(i) “eligible securities” included in the 
consolidated transaction reporting sys- 
tem under the joint industry plan de- 
clared effective under Rule 17a-15 
under the Act; (ii) only eligible securities 





7 The Senate Committee recognized 


that many securities do not have the 
characteristics—e.g., trading volume, 
price, and number of stockholders— 
which would justify auction-type trading. 
Within a national market system, secu- 
rities should trade in the manner most 
appropriate to their characteristics, con- 
sistent with the public interest. However, 
with respect to securities which are 
suitable for auction trading the Com- 
mittee believes that every effort should 
be made to design the national market 
system in such a way that public inves- 
tors in these securities receive the 
benefits and protections associated with 
auction-type trading. Senate report, 
supra note 4, at 16 [1975] U.S. Code 
Cong. & Ad. News at 194-95. 


8 Securities Exchange Act Release No. 12159 
(March 2, 1976), 9 S.E.C. Doc. 76 (‘March Re- 
lease’’). 
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traded in multiple markets; (iii) all listed 
securities (but not options, preferred se- 
curities or debt securities); (iv) all listed 
securities; (v) all securities cleared by 
registered clearing agencies; or (vi) all 
securities. The Commission wishes to 
solicit the views of commentators on the 
desirability and impact on cost and effi- 
ciency of including (or excluding) any 
particular type of listed security. 


In addition, the Commission would ap- 
preciate receiving views regarding the 
extent to which the composite book 
system can or should differentiate 
among securities on the basis of 
whether or not they are active or inac- 
tive, especially with reference to (i) any 
additional costs of including less active 
securities and (ii) whether automatic 
execution can be achieved for very ac- 
tive issues.° 


In response to this statement, five of the com- 
mentators'® recommended that the composite 





9/d. at 11, 9 S.E.C. Doc. at 79. 


10 See Letter from James E. Dowd, President, 
Boston Stock Exchange, Inc. (“BSE”), to George 
A. Fitzsimmons, Secretary, SEC, dated May 28, 
1976 (‘BSE Letter’); letter from M. Sumner, Secu- 
rities Industry Liaison, Bunker Ramo Corporation 
(“Bunker Ramo”), to George A. Fitzsimmons, Sec- 
retary, SEC, dated May 25, 1976 (“BUNKER 
Ramo Letter’); the National Market System Com- 
mittee, New York Stock Exchange, Inc. (“NYSE”), 
A National Market System, dated July 1, 1976 
(“NYSE Report”); Philadelphia Stock Exchange, 
Inc. (“Phix’), Report on the National Market Sys- 
tem, dated July 28, 1976 (“Phix Report’) and Se- 
curities Industry Association (“SIA”), Report of the 
National Market System Committee, dated for 
submission to the SIA’s Board of Directors, June 
3, 1976, and approved by the Board on June 10, 
1976 (“SIA Report’). These documents, other than 
the BSE Letter which is contained in the Commis- 
sion’s public File No. S7-613, are all contained in 
the Commission's public File No. S7-619. Since 
the solicitation of comment in the March Release 
related solely to the composite book, the com- 
ments on that Release did not address the more 
general issues relating to the designation of na- 





book should include only securities (“reported se- 
curities”) for which real-time transaction informa- 
tion was disseminated through the consolidated 
transaction reporting system (‘‘consolidated sys- 
tem’).'’ Additionally, Bunker Ramo and the SIA 
noted their belief that the consolidated system 
standards should be employed not only for select- 
ing securities suitable for inclusion in the compo- 
site book but also as a general eligibility standard 
for all fundamental facilities of a national market 
system. '2 


On the other hand, both the Midwest Stock Ex- 
change, Inc. (“MSE”) and the Pacific Stock Ex- 
change, Inc. (“PSE”), emphasized the explicitly 
stated Congressional intent that only those securi- 
ties which were suitable for auction-type trading 
should be included in the composite book.'? Addi- 





tional market system securities. Nevertheless, 
these comments provide some insight on the 
views of interested commentators on the issues 
raised by this more general proceeding. 


11 The joint industry plan for the consolidated sys- 
tem requires dissemination of transaction reports 
in “eligible securities” which are defined as in- 
cluding: (i) stocks and long-term warrants listed on 
the NYSE, (ii) stocks and long-term warrants listed 
on any other exchange meeting the original listing 
requirements of the NYSE or American Stock Ex- 
change, Inc. (‘“Amex’’) and (iv) any right to acquire 
any of the securities described in (i)-(iii) which is 
traded on the same exchange. See Securities Ex- 
change Act Release No. 10784 (May 10, 1974), 39 
FR 17799. 


12 Bunker Ramo Letter supra note 10, at 14, SIA 
Report supra note 10, at 9. Bunker Ramo also 
stated that there is an ‘‘obvious tie-in” between the 
consolidated system and a composite book since 
transactions involving limit orders in the composite 
book would be automatically reported to the con- 
solidated system. Bunker Ramo Letter, supra note 
10, at 14. 


13 MSE, Policy Statement on the Objectives, De- 
velopment and Governnance of a National Market 
System, dated July 15, 1976 (‘MSE Policy State- 
ment”) and PSE, Policy Statement on the Design 
and Operation of a Composite Limit Order Book, 
dated September 1, 1976 (‘PSE Policy State- 
ment’). These documents are contained in the 
Commission's public File No. S7-619. 


tionally, the MSE stated that all securities to be in- 
cluded in the composite book should be traded in 
more than one market, because only the markets 
for such securities would be “fragmented” and 
therefore subject to a tension between “auction/ 
agency principles” and competition.1* The MSE 
specifically rejected the notion that the inclusion of 
a given security in only the consolidated system 
should be determinative of the question of “qualifi- 
cation,” stating that: 


There are many securities on the tapes 
which have attracted no competitive 
market interest and some which are of 
doubtful suitability for auction/agency- 
trading. On the other hand, there are a 
number of [over-the-counter] securities 
which clearly satisfy both criteria.'5 


On January 26, 1978, the Commission issued a 
statement (“January Statement”) which set forth 
its views as to those steps which it believed should 
be taken to facilitate the development of a national 
market system.'® Among the initiatives proposed 
was a rulemaking proceeding for the purpose of 
“designating certain categories of securities as 
qualified for trading in a national market sys- 
tem.”17 


In the January Statement, the Commission indi- 
cated its belief that: 


listed equity securities included in the 
consolidated system and a number of 
equity securities currently traded exclu- 
sively in the over-the-counter market 
generally possess characteristics (in- 
cluding, in most cases, national investor 
interest and substantial assets and 





14 MSE Policy Statement, supra note 13, at 12-13. 
The MSE also stated that “initially no more than” 
750-1000 securities should be designated as na- 
tional market system securities. 

S/d. at 13. 


16 Securities Exchange Act Release No. 14416 
(January 26, 1978), 43 FR 4354. 


17 Id. at 45, 43 FR at 4360-61 (footnote omitted). 
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earnings histories) which justify their in- 
clusion in the “qualified” category.'® 


The Commission stated, however, that the desig- 
nation of OTC securities would be contingent 
upon: 


the implementation of those technical 
elements of a national market system 
necessary to assure that trading in 
those securities occurs under competi- 
tively fair circumstances and in a man- 
ner consonant with the principles of a 
national market system.'9 


Finally, the Commission indicated that all national 
market system securities would be included in all 
national market system facilities. Specifically, as to 
OTC securities, the Commission stated that it was 
its intention: 


to require last sale information with re- 
spect to completed transactions in all 
qualified securities trade over-the- 
counter to be included in the consoli- 
dated system, to require quotations in 
those securities to be collected and dis- 
seminated in accordance with Rule 
11Ac1-1 under the Act, and otherwise 
to ensure that trading in such securities 
can be effected by means of, the order 
routing and other systems which must 
be developed systems which must be 
developed to realize national market 
system objectives.2° 





18 /d. at 45, 43 FR at 4361. 
19 /d. at 45-46, 43 FR at 4361 (footnote omitted). 


20/d. at 46, 43 FR at 361 (footnote omitted). The 
Commission also stated that it did not intend to 
permit OTC national market system securities 
which became traded on an exchange in a national 
market system context, through the extension of 
unlisted trading privileges pursuant to Section 
12(f) of the Exchange Act, 15 U.S.C. 781 (f), to 
become subject to exchange off-board trading re- 
Strictions. /d. at 46, 43 FR at 4361. 
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Subsequently, the National Association of Securi- 
ties Dealers (“NASD”),2" the National Securities 
Traders Association (‘““NSTA’”’)22 and the National 
Association of OTC Companies (““NAOTC’’)23 
submitted comments in which they generally ad- 
dressed questions arising from the designation of 
national market system securities. Additionally, the 
NASD and the NSTA recommended specific des- 
ignation standards to be applied by the Commis- 
sion. While the designating standards recom- 
mended by the NASD and NSTA varied signifi- 
cantly in emphasis,24 both recommended that the 
Commission apply uniform designation standards 
to all OTC and exchange securities and both en- 
visioned that a substantial number of OTC securi- 
ties would eventually be deemed ‘‘qualified for 
trading in the national market system.?5 





21 Letters, from Gordon S. Macklin, President, 
NASD, to Chairman Williams, SEC, dated June 7 
and July 31, 1978 (the “June and July NASD Let- 
ters”) contained in File No. S7-735-A. 


22 Letter from Lawrence R. Rice, Chairman, and 
Morton N. Weiss, President, NSTA, to George a. 
Fitzsimmons, Secretary, SEC, dated June 28, 
1978, (“NSTA Letter’) contained in File No. S7- 
735-A. 


23 Statement on the National Market System By 
the NAOTC, dated May 26, 1978 (‘“NAOTC State- 
ment’) contained in File No. S7-735-A. 


24 The NASD urged that the primary focus of the 
designation standards should be to identify securi- 
ties having broad investor interest and full financial 
disclosure rather than securities meeting stand- 
ards which relate to their investment merit (e.g., 
standards requiring specified levels of earnings or 
net income). NASD June Letter, supra note 21, at 
4. In contrast, the NSTA suggested designation 
standards emphasized certain criteria relating to 
“substantial assets and earnings histories.” NSTA 
Letter, supra note 22, at 2. 


25 NASD June Letter, supra note 21, at 2; NSTA 
Letter, supra note 22, at 2. The NSTA suggested 
that a “limited number” of OTC securities should 
be initially included in a pilot program to permit the 
Commission to determine whether the “proposed 
injection of auction principles into the dealer mar- 
ket ... would seriously impair the viability of this 
market.” /d. at 2. 





However, the NASD, NSTA and NAOTC all 
suggested that many over-the-counter (‘““OTC’’) is- 
suers were concerned that premature inclusion of 
their securities in evolving national market system 
facilities might create disincentives to market 
making for those securities which in turn might ad- 
versely affect those issuers’ ability to raise capital 
through underwritten securities offerings. In light of 
these concerns, all three commentators proposed 
that issuers be given a choice as to whether their 
shares would be designated as national market 
system securities.26 


On March 22, 1979, the Commission issued a 
status report on the development of a national 
market system (“Status Report’).2” In that Report, 
the Commission assessed the progress made in 
1978 toward the establishment of a national mar- 
ket system and set forth its views as to the next 
steps which should be taken to achieve that goal. 
With respect to national market system securities, 
the Commission stated that among the issues it 
was considering were “the particular standards to 
be used to designate securities and the timing of 
inclusion of those securities in national market 
system facilities.”28 More specifically, the Com- 
mission stated that it must resolve: 


(i) whether those standards should be 
uniform for listed and over-the-counter 
securities; (ii) whether financial criteria 
concerning the issuer and data with re- 
spect to the number of shareholders or 
trading characteristics such as volume 
and the extent of multiple trading are 
relevant criteria for designation stand- 
ards; (iii) whether such standards 
should be completely objective or 
whether they should be subject to ad- 
ministrative discretion and, if so who 
should be responsible for applying these 
standards; and (iv) whether the issuer 
should have a role in the selection proc- 
ess.?9 





26 NASD June Letter supra note 21, at 3-4; NSTA 
Letter, supra note 22, at 1; and NAOTC State- 
ment, supra note 23, at 3-4. 


27 Securities Exchange Act Release No. 15671 
(March 22, 1979), 44 FR 20360. 


28 /d. at 48, 44 FR at 20367. 
29 id. 


Finally, the Commission stated that it “shares the 
concerns expressed by commentators regarding 
the effects of premature incorporation of qualified 
securities into national market system facilities” 
and indicated that it will consider whether desig- 
nation should result in “immediate inclusion in one 
or more facilities” or whether designation “should 
await more complete evolution of the [national 
market] system.’’3° 


ll. DESCRIPTION OF PROPOSED RULE 


Proposed Rule 11Aa2-1 sets forth two quantita- 
tively different sets of standards in paragraphs 
(c)(1) and (c)(2) respectively to be employed in 
determining whether any equity security*’ should 
be designated a national market system security. 
The proposed rule would require that any equity 
security which meets the minimum standards 
contained in subparagraph (c)(1), (‘tier 1 securi- 
ties”) be automatically designated a national mar- 
ket system security. If an equity security does not 
meet the standards contained in subparagraph 
(c)(1), but substantially meets the broader stand- 
ards articulated in subparagraph (c)(2) (‘‘tier 2 
securities”), it remains eligible for designation as 
a national market system security,°2 pursuant to 
the procedures set forth in the designation plan 
filed with the Commission by the various self- 





30}. 


31 Standardized options and convertible deben- 
tures would be specifically excluded from the 
scope of the rule. For a general discussion of is- 
sues-raised by participation of options in a national 
market system, see Report of the Special Study of 
the Options Markets to the Securities and Ex- 
change Commission, Comm. Print 96-1FC3, 96th 
Cong., 1st Sess., Chapter VIII (1978). 


32 All securities designated would, by virtue of 
subparagraph (b)(3) of the proposed rule, be 
deemed “qualified securities” within the meaning 
of Section 11A(a)(2) of the Exchange Act. The 
proposed rule does not specifically require inclu- 
sion of a national market system security in any 
national market system facility. However, the 
Commission proposes to include all tier 1 OTC se- 
curities in the disclosure facilities and rules of a 
natoinal market system within two months after the 
effective date. See text accompanying notes 86- 
105 infra. 
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regulatory organizations and upon application of 
the issuer or two or more market centers** or 
prospective market centers.°4 





33 The term “market center’ when used with re- 
spect to a particular equity security would be de- 
fined to mean (i) any exchange on which such se- 
curity is listed or admitted to unlisted trading 
privileges and for which such exchange communi- 
cates quotations on a regular and continuous 
basis pursuant to §240.11Ac1-1 (Rule 11Ac1-1 
under the Act), and (ii) any OTC market maker 
who acts in that capacity with respect to such se- 
curity. 


The term “OTC market maker,” when used with 
respect to a particular equity security, would be 
defined as any broker or dealer (other than a per- 
son making markets exclusively in odd-lots) which 
holds itself out as being willing to buy and sell that 
security for its own account on a regular and con- 
tinuous basis otherwise than on an exchange in 
amounts of less than block size and which 


(i) communicates quotations for that 
security to the NASD on a regular and 
continous basis pursuant. to 
§240.11Ac1-1 (Rule 11Ac1-1 under the 
Act), or 


(ii) is authorized to disseminate its 
quotations for that security in NASDAQ 
and makes such quotations available 
through that system on a regular and 
continous basis. 


The proposed rule does not require that any 
broker or dealer qualifying as a market center 
meet any financial qualifications or assume any 
affirmative or negative obligations concerning 
those securities with respect to which he is a mar- 
ket center. The Commission understands, how- 
ever, that in connection with its participation in the 
intermarket trading system (“ITS”) the NASD is 
considering including such qualifications as a con- 
dition to direct participation in the ITS. The Com- 
mission solicits comments on whether any such fi- 
nancial qualifications and market making obliga- 
tions should be included in the proposed rule in 
order to limit the class of “qualified” market cen- 
ters. 


34 The term ‘‘prospective market center’ when 
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Subparagraph (c)(1) employs four discrete sets of 
criteria to determine which securities should be tier 
1 securities and therefore automatically desig- 
nated national market system securities. These 
criteria are used to set minimum standards relating 
to (i) the assets and earning power of the issuer,°5 
(ii) the distribution of the security,*® (iii) the market 
activity of the security?’ and (iv) multiple market 
interest in the security. Subparagraph (c)(2) 
employs the same categories for identifying eli- 
gible tier 2 securities; however, the specific stand- 
ards would be less stringent than the standards for 
tier 1 securities.2® In addition, the proposed rule 





used with respect to a particular equity security 
would be defined to mean: 


(i) an exchange which represents that it 
will (A) apply for unlisted trading 
privileges for such security if that secu- 
rity is designated as a national market 
system security, and (B) if such unlisted 
trading privileges are granted, assign a 
market maker, registered on that ex- 
change as such, who will communicate 
quotations for that security on a regular 
and continous basis for a period of at 
least six months following such grant, or 


(ii) any OTC market maker which rep- 
resents that, if that security is desig- 
nated as a national market system secu- 
rity, it will act in the capacity of an OTC 
market maker with respect to that secu- 
rity on a regular and continuous basis 
for a period of at least six months fol- 
lowing such designation. 


35 Minimum standards are set regarding total and 
net tangible assets, capital and surplus, and three 
year earnings history of the issuer. 


36 Minimum standards are set regarding holders of 
record and “public float” for the security. 


37 Minimum standards are set for the market value, 
price per share and average monthly share volume 
for the security. 


38 See text accompanying notes 50-85, infra for a 
more complete discussion of these criteria and the 
two-tier system. 





would require that any national market system se- 
curity be registered pursuant to section 12 of the 
Exchange Act, or issued by a closed-end man- 
agement investment company registered under 
section 8 of the Investment Company Act of 
194039 or an insurance company which is required 
to furnish equivalent disclosure pursuant to state 
law.4° 


Proposed Rule 11Aa2-1 requires that the self- 
regulatory organizations participating in the na- 
tional market system*' act jointly to create the 





39 15 U.S.C. §801-1-a-52. 


40 Proposed Rule 11Aa2-1(a)(5), (b)(1) and (b)(2). 
Insurance companies are exempted from the reg- 
istration requirements of Section 12(g) of the Ex- 
change Act, 15 U.S.C. 781(g), if they meet all of 
the following conditions: 


(i) Such insurance company is required 
to and does file an annual statement 
with the Commissioner of Insurance (or 
other officer or agency performing a 
similar function) of its domiciliary State, 
and such annual statement conforms to 
that prescribed by the National Associa- 
tion of Insurance Commissioners or in 
the determination of such State com- 
missioner, officer or agency substan- 
tially conforms to that so prescribed. 


(ii) Such insurance company is subject 
to regulation by its domiciliary State of 
proxies, consents, or authorizations in 
respect to securities issued by such 
company and such regulation conforms 
to that prescribed by the National As- 
sociation of Insurance Commissioners. 


(iii) After July 1, 1966, the purchase 
and sales of securities issued by such 
insurance company by beneficial own- 
ers, directors, or officers of such com- 
pany are subject to regulation (including 
reporting) by its domiciliary State sub- 
stantially in the manner provided in sec- 
tion 78p [Section 16 of the Exchange 
Act] of this title. 


41 See note 42, infra. 


mechanisms for the actual administration of the 
designation process. Paragraph (d) would require 
that each exchange’? and the NASD act jointly in 
preparing and filing with the Commission a desig- 
nation plan*? which shall provide for the creation of 
a designating body** to administer the plan. In ad- 
dition, subparagraph (d)(2) requires that a desig- 
nation plan must specify (i) procedures for apply- 
ing the designation standards set forth in para- 
graph (c) (ii) criteria for determining whether secu- 
rities substantially meet the standards set forth in 
subparagraph (c)(2) of the proposed rule and for 
designating national market system securities from 
eligible tier 2 securities; (iii) maintencance stand- 
ards for national market system securities, (iv) re- 
vocation and suspension procedures for national 





42 The proposed rule would only apply to ex- 
changes which collect, process and make avail- 
able transition reports with respect to transactions 
effected through its facilities in accordance with 
proposed Rule 11Aa3-1 under the Exchange Act 
[17 CFR §240.11Aa3-1]. 


Proposed Rule 11Aa3-1 constitutes a restatement 
and amendment of those portions of Rule 17a-15 
under the Exchange Act [17 CFR §240.17a-15] 
which deal with the filing and approval of transac- 
tion reporting plans. Securities Exchange Act Re- 
lease No. 15250 (October 20, 1978), 43 FR 50606. 
If Proposed Rule 11Aa3-1 is not adopted, the ref- 
erences to that rule in Proposed Rule 11Aa2-1 
would be changed to refer to Rule 17a-15. 


43 The term “designation plan” would be defined to 
mean any plan for establishing (i) procedures for 
designating equity securities as national market 
system securities in accordance with the stand- 
ards set forth in paragraph (c) of this section, (ii) 
maintenance standards for equity securities so 
designated, and (iii) procedures for revoking or 
suspending the designation of an equity security or 
class of equity securities as a national market 
system security upon failure to meet established 
maintenance standards or upon other specified 
events. 


44 The term “designating body” would be defined 
to mean any person authorized to implement or 
administer any designation plan on behalf of per- 
sons acting jointly in accordance with paragraphs 
(d) and (e) of Proposed Rule 11Aa2-1. 
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market system securities which fail to meet those 
maintenance standards or upon other specified 
events and (v) maximum time limits for designation 
of tier 1 securities*® and for action with respect to 
designation of tier 2 securities.“ Paragraph (e) of 
the proposed rule would require Commission ap- 
proval, after provision for notice and’ public com- 
ment,*”? before any designation plan or amend- 
ment thereof becomes effective. 


Paragraph (d)(3) requires that any designation 
plan filed with the Commission must provide that it 
shall not become operational with respect to either 
tier 1: or tier 2 securities prior to the adoption by 
the Commission of amendments to Proposed Rule 
11Aa3-1 under the Exchange Act, if adopted,*® 
which require that transaction reports with respect 
to transactions in such securities be made avail- 
able pursuant to that rule. In this release the 
Commission is proposing to amend Proposed Rule 
11Aa3-1 to require last sale reporting with respect 
to all tier 1 OTC securities two months after the 
effective date of a designation plan. Because the 
Commission has not, at this time, determined 
when it would be appropriate to include tier 2 OTC 
securities in the disclosure facilities (or other rules 





45 The designation plan should provide for the 
identification and designation of tier 1 securities as 
national market system securities within two 
months of the effective date of the designation 
plan. 


46 Subparagraph (d)(2) also requires that the des- 
ignation plan include procedures and mechanisms 
for providing to interested parties and updating a 
list of all national market system securities. 


47 Paragraph (e)(3) would provide a limited excep- 
tion to this requirement by allowing a proposed 
amendment to an effective designation plan to be 
put into effect upon publication of notice of such 
amendment on a temporary basis not to exceed 
120 days, if the Commission finds that (i) such ac- 
tion is necessary or appropriate in the public inter- 
est, for the protection of investors or the mainte- 
nance of fair and orderly markets, to facilitate the 
establishment of a national market system or 
otherwise in furtherance of the purposes of the 
Exchange Act, or (ii) the proposed amendment in- 
volves only technical or ministerial mattersm 


48 See n. 42, supra. 
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and facilities) of a national market system, no 
designation plan shall become operational with re- 
spect to those securities until a later date. 


The proposed rule would also provided certain ap- 
peal rights in connection with the operation of any 
effective designation plan.*9 Paragraph (f) would 
authorize the Commission to entertain appeals or 
review on its own motion any action taken or fail- 
ure to act by any person regarding either the des- 
ignation of a security or class of securities or the 
revocation or suspension of any such designation. 


Finally, the proposed rule contains an exemptive 
provision permitting the Commission to exempt 
from its provisions, either unconditionally or on 
specified terms and conditions, any exchange, as- 
sociation, or security if the Commission deter- 
mines that such exemption is consistent with the 
public interest, the protection of investors, the 
maintenance of fair and orderly markets and the 
removal of impediments to, and perfection of a na- 
tional market system. 


lll. DISCUSSION OF ISSUES RAISED BY 
PROPOSED RULE 11Aa2-1 


A. Designation Standards 


1. Uniformity, Role of the Self-Regulatory Or- 
ganizations 


The legislative history of the 1975 Amendments 
indicates an explicit congressional intent that de- 
sigantion of national market system securities be 
made on the basis of their individual characteris- 
tics (such as trading volume, price and number of 
shareholders) and not on whether they had pre- 
viously been traded on an exchange or solely 
OTC.5° Accordingly, the standards contained in 
Paragraph (c) of the proposed rule apply equally to 
exchange and OTC securities. In its deliberations 
leading to the proposal of Rule 11Aa2-1, the 





49 The appeal provisions of the proposed rule are 
modeled after those employed in Section 19(d) 
and (f) of the Exchange Act, 15 U.S.C. 78s(d) and 
(f). 


50 See note 7 supra and text accompanying notes 
6-7 supra. 





Commission has carefully considered whether the 
use of such a uniform designation standard for all 
securities might result in automatic designation of 
some securities whose trading markets might not 
benefit from inclusion in the national market sys- 
tem and omission of other securities which might 
better be included. For example, the Commission 
might set designation standards at a level to per- 
mit ali reported securities which are currently ac- 
tively traded in two or more markets to be desig- 
nated as national market system securities.5' If 
designation standards were set at such a level 
those standards might result in the immediate 
designation of a large number of OTC securities. 
However, the NASD and certain participants in the 
OTC market have on a number of occasions stated 
that premature inclusion of any but the most active 
OTC securities in the disclosure facilities of the 
national market system, particularly the consoli- 
dated system, might be detrimental to the markets 
for those securities.52 While uniform standards 
might be created which require immediate desig- 
nation of only the most active OTC securities, 
those standards would inevitably exclude a sub- 
stantial number of securities which are presently 
traded in an exchange environment and which 
might be suitable national market system securi- 
ties. 


Although the Commission believes that the desig- 
nation standards should be uniform for all securi- 
ties, it recognizes that it may be difficult to identify 
the securities which will benefit from trading in a 
national market system solely on the basis of ob- 
jective standards. Therefore, in addition to provid- 
ing for uniformity, the Commission believes that 
the proposed rule should grant a degree of flexibil- 
ity to the designating body. The proposed rule ac- 
complishes this by providing for two tiers of selec- 
tion criteria and drawing upon the expertise of the 
self-regulatory organizations in the designation 
process. 


2. Role of Issuers 


The NASD, NSTA and NAOTC all suggested in 
their comments on the January Statement that a 
number of issuers of OTC securities were con- 





51 See January statement, supra note 16, at 45, 
43 FR at 4361. 


52 See text accompanying notes 99-104 infra. 


cerned that participation of their securities in a na- 
tional market system might reduce market making 
participation in, and the overall liquidity for, their 
securities.5° In light of these concerns and the 
“fiduciary responsibility [owed by those issuers] to 
their shareholders to insure that the market for 
their shares has depth and liquidity,”54 the NASD, 
NSTA and NAOTC proposed that issuers be given 
a choice as to whether their securities are desig- 
nated national market system securities.55 


As a preliminary matter, the Commission does not 
believe that issuers should be permitted to veto 
designation of its securities as national market 
system securities. In commenting on the amend- 
ments to Section 12(f) contained in the 1975 
Amendments which permit the Commission to 
grant, under specified conditions,5® exchange ap- 
plications for unlisted trading privileges in OTC se- 
curities, the Senate Report contained a lengthy 





53 See note 26 and text accompanying notes 
21-26 supra. 


54 NASD June Letter, supra note 21, at 4. 


55 NASD June Letter, supra note 21, at 3-4, NSTA 
Letter supra note 22, at 1, and NAOTC Statement 
supra note 23, at 3-4. 


56 Subsection (f)(2) requires that the Commission, 
prior to granting such unlisted trading privileges in 
an OTC security find that: 


the extension of unlisted trading 
privileges pursuant to such application 
is consistent with the maintenance of 
fair and orderly markets and the protec- 
tion of investors. 


[T]he Commission shall, among other 
matters, take account of the public 
trading activity in such security, the 
character of such trading, the impact of 
such extension on the existing markets 
for such securities, and the desirability 
of removing impediments to and the 
progress that has been made toward the 
development of a national market sys- 
tem and shall not grant any such appli- 
cation if any rule of the national securi- 
ties exchange making application under 
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discussion of the participation of OTC securities in 
a national market system. Specifically, the Senate 
Committee stated that: 


[I]n the context of a national market 
system, there is little or no justification 
for an issuer to deprive securities hol- 
ders of the advantage of exchange 
trading. The protections inherent in 
exchange-type trading should be af- 
forded to investors in all securities with 
suitable characteristics and should not 
be dependent upon the decision of cor- 
porate management to “‘list.’5” 


The Commission believes that the benefits to be 
obtained from a national market system should be 
afforded to investors in all securities with suitable 
characteristics and should not be solely dependent 
on the desires of corporate management. Accord- 
ingly, while the Commission solicits comment re- 
garding the appropriate role of issuers in the des- 
ignation process, Proposed Rule 11Aa2-1 does 
not provide issuers with the ability to veto any 
designation. 


3. Two-Tier System 


The Commission believes that the two-tier ap- 
proach of the proposed rule is responsive to con- 
cerns regarding uniformity of standards and the 
role of issuers in the designation process. While 
providing uniform standards, it provides sufficient 
flexibility in the designation of tier 2 securities to 
assure that only suitable securities are included in 
a national market system. On the other hand, the 
proposed rule’s requirement that tier 1 securities 
be automatically designated assures that certain 





Continued from preceding page 


this subsection would unreasonably im- 
pair the ability of any dealer to solicit or 
effect transactions in such security for 
his own account, or would unreasonably 
restrict competition among dealers in 
such security or between such dealers 
acting in the capacity of market makers 
who are specialists and such dealers 
who are not specialists. Section 12(f)(2) 
of the Exchange Act, 15 U.S.C. 
781(f)(2). 


57 Senate Report, supra note 4, at 19, [1975] U.S. 
Code Cong. & Ad. News at 197. 
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securities, which are clearly suitable, are im- 
mediately designated. Additionally, mandatory 
designation of tier 1 securities and inclusion of 
those securities in the disclosure facilities of a na- 
tional market system 5® will provide the Commis- 
sion and the industry with an opportunity to 
monitor and assess the effects which trading in 
national market system facilities and application of 
national market system rules may have on the 
quality of markets for tier 1 OTC securities, prior to 
the designation of additional OTC securities.5° 


Tier 2 also gives the self-regulatory organizations, 
issuers and OTC market makers important roles in 
the designation process. The proposed rule per- 
mits the self-regulatory organizations to jointly 
exercise discretion, pursuant to a designation plan 
which they are required to jointly file, in determin- 
ing whether a tier 2 security should be included in 
a national market system. Paragraph (d) of the 
proposed rule permits the self-regulatory organi- 
zations to administer the designation process and 
to define, in the designation plan, the criteria to be 
employed in making the designation determina- 
tions for tier 2 securities. 


Paragraph (c)(2) provides that a tier 2 security is 
only eligible for designation upon application of the 
issuer or two or more market centers or prospec- 
tive market centers for that security. Accordingly, 
the proposed rule will provide both issuers and 
market centers for tier 2 securities an opportunity, 
if they choose, to evaluate the effects trading in a 
national market system environment may have on 
the markets of OTC national market system secu- 
rities, before applying for designation. Additionally, 
in the event that two market centers apply for 
designation of that security against the wishes of 
the issuer, subparagraph (d)(2)(ii) permits the de- 
signating body to consider any comments of the 
issuer before making a designation determination. 


The Commission specifically requests comment 
regarding the two-tier approach embodied in the 
proposed rule. Commentators are requested to 
discuss whether the roles provided the self- 
regulatory organizations, issuers and OTC mar- 
ketmakers are necessary (or desirable) to ensure 
that only securities which would benefit from par- 





58 See text accompanying notes 86-105, infra. 


59 See text accompanying note 48, supra. 





ticipation in a national market system are desig- 
nated national market system securities. On the 
other hand, comment is also requested regarding 
whether the application discretion provided issuers 
and market centers and the designation discretion 
provided the self-regulatory organizations may re- 
sult in unnecessary delays in the inclusion of both 
exchange and OTC securities in the national mar- 
ket system and which might therefore deprive 
brokers, dealers and investors in those securities 
the benefits and protections provided by national 
market system facilities and rules. 


While the Commission believes that it is appropri- 
ate to use the expertise of the seli-regulatory or- 
ganizations in administering the designation proc- 
ess, Section 11A(a)(2) of the Exchange Act re- 
quires the Commission to retain ultimate control 
over the designation determinations. Accordingly, 
while subparagraph (d)(2) of the proposed rule 
permits the self-regulatory organizations to define, 
in the designation plan, the criteria to be employed 
in making the designation determinations for tier 2 
securities and the maintenance standards for all 
national market system securities,®° the proposed 
rule also requires that the designation plan and all 
amendments thereto be submitted to the Commis- 
sion for its approval, after notice and provision for 
public comment. Additionally, paragraph (f) of the 
proposed rule provides aggrieved parties with ap- 
peal rights to the Commission regarding action (or 
failure to act) by the designating body. 


B. Inclusion of Non-National Market System Secu- 
rities in National Market System Facilities 


The proposed rule would not permit any exchange 
traded security to be designated a national market 
system security unless it is traded in two or more 
market centers (“multiply traded”). Rule 11Ac1-1 
and the joint industry plan, approved by the Com- 
mission pursuant to Rule 17a-15,°' currently re- 





60 Comment is also requested regarding whether 
maintenance standards for national market system 
securities should be included in Rule 11Aa2-1 
rather than in the designation plan. Commentators 
who favor this approach should specifically dis- 
cuss what criteria should be employed in those 
maintenance standards. 


61 Securities Exchange Act Release No. 10787 
(May 10, 1974) 39 FR 17799. The Commission 


quire the collection and dissemination of transac- 
tion and quotation information for all reported se- 
curities.6* Because many of these securities are 
not multiply traded, the proposed rule’s provisions 
will inevitably preclude a substantial number of 
NYSE, Amex and regional exchange securities for 
which transaction information is currently dissemi- 
nated through the consolidated system and quota- 
tion information disseminated pursuant to Rule 
11Ac1-1 from being designated as national market 
system securities. A number of important objec- 
tives of the Exchange Act, in addition to the crea- 
tion of a national market system, are advanced by 
the disclosure of transaction and quotation infor- 
mation. The public dissemination of current trans- 
action and quotation information permits all market 
participants to better assess the current market 
value of those securities. Additionally, the avail- 
ability of real-time disclosure information en- 
hances the ability of the self-regulatory organiza- 
tions and the Commission to surveil for manipula- 
tive activities in those securities, by permitting im- 
mediate detection of unusual price movements in 
those securities. Therefore, because the dissemi- 
nation of current transaction and quotation infor- 
mation is essential to maintaining the fairness and 
orderliness of the markets for exchange traded se- 
curities,®* the Commission believes that it should 





has granted the Intermountain Stcok Exchange, 
Inc. (“ISE”) and Spokane Stock Exchange, Inc. 
(“SSE”) exemptions from the reporting require- 
ments of Rule 17a-15. Securities Exchange Act 
Release Nos. 11385 (April 30, 1975) and 14651 
(April 11, 1978), 40 FR 19888 and 43 FR 16582. 
The Commission has also granted exemptions 
from the reporting requirements of Rule 11Ac1-1 
to the ISE, SSE, CSE (with respect to securities 
not traded in the CSE’s pilot program establishing 
an automated, multiple dealer system) and one 
third market maker. Securities Exchange Act Re- 
lease Nos. 15012 (July 28, 1978), 15011 (July 28, 
1978), 15010 (July 28, 1978) and 15747 (April 19, 
1979), 43 FR 33978, 33983, 33976, and 17 S.E.C. 
Doc. 304. 


62 See note 11, supra. 


63 See, e.g., Sections 2, 6(a), 6(b)(5), 9, 10, 
11A(a)(1)(C), 11A(a)(2), 11A(b), 11A(c), 15A(a), 
and 15A(b)(6) of the Exchange Act [15 U.S.C. 78b, 
f(a), f(b)6, J, K-1(a)(1)(C), K-1(a)(2), k-1(c), 
0-3(a), 0-3(b)(6)]. 
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continue to be required for reported securities 
even if those securities are not national market 
system securities.® 


C. Categories of Designation Standards 


The criteria employed in proposed Rule 11Aa2-1 
to set minimum qualification standards for tier 1 
and tier 2 securities raise significant questions re- 
garding which characteristics of a security are 
predictive of whether the market for that security 
will benefit from inclusion in a national market 
system. Accordingly, the Commission requests 
comment regarding the appropriateness of each of 
the criteria used in the proposed rule. Additionally, 
in order to provide a focus for discussion, the 
Commission has proposed two or more alternative 
numerical standards for each criteria in both tier 1 
and tier 2. Comment is also requested as to which, 
if any, of the alternative numerical proposed 
standards should be chosen if Proposed Rule 
11Aa2-1 is adopted. Commentators who believe 
that none of the alternative numerical standards 
are appropriate are requested to suggest specific 
alternative standards. 


The Commission believes, as a preliminary matter, 


that in most cases national market system securi- 
ties should be multiply traded and possess 
characteristics relating to “substantial assets and 
earnings histories” and indicating “national inves- 
tor interest.’®5 Accordingly, criteria relating to as- 
sets and earnings are contained in subparagraphs 
(c)(1)(i) and (c)(2)(i) and criteria generally relating 





64 Proposed Rule 11Aa3-1 under the Exchange 
Act anticipates the continued dissemination of 
real-time transaction information for non-national 
market system securities by making its provisions 
applicable to: (i) any security or class of securities 
designated as ‘qualified securities” by the Com- 
mission pursuant to section 11A(a)(2) of the Ex- 
change Act and for which transaction reports are 
required to be collected, processed, and made 
available pursuant to this section; and (ii) any 
other security or class of securities for which 
transaction reports are required to be collected, 
processed, and made available pursuant to any 
effective transaction reporting plan. Proposed Rule 
11Aa3-1(a)(4). 


65 See the January Statement, supra note 16, at 
45, 43 FR at 4361. 
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to “national investor interest” are contained in 
subparagraphs (c)(1)(i), (ii) and (c)(2)(i), (ii) of the 
proposed rule. Paragraph (c) of the proposed rule 
also requires multiple market trading interest in a 
security as a prerequisite to designation. 


(1) Assets and Earnings Histories 


Criteria relating to issuer assets and earnings 
have traditionally been an integral part of ex- 
change listing standards.®* These criteria have 
generally been thought to be indicative of the 
“quality” of the issuer and the prospects for its fu- 
ture stability. The use of assets and earnings 
criteria by exchanges may also be motivated, in 
part, by a desire to maintain an element of ‘‘pres- 
tige” for a particular listing on a particular ex- 
change. 


The Commission believes that criteria relating to 
assets and earnings histories are necessary to as- 
sure that national market system securities have at 
least reached a threshold size and have estab- 
lished a history of profitability. However, the 
Commission does not believe that these standards 
should be employed in a broader manner to insure 
the “quality” of the issuers of all national market 
system securities or to create a favored status for 
securities eventually designated as national mar- 
ket system securities. Congress believed that the 
development of a national market system would 
enhance the fairness and orderliness of the secu- 
rities markets by eliminating the adverse effects 
resulting from fragmentation®’ and by providing 
new opportunities for competition between market 
centers and market makers.®® However, there is 
no indication that Congress envisioned that the 
Commission would substitute its judgment for that 
of investors as to the ‘‘quality” of a particular secu- 
rity. In fact, Congress’ clear desire that the Com- 
mission remove unnecessary regulatory re- 





66 See, e.g., NYSE standards of Eligibility for List- 
ing, NYSE Guide (CCH) at 4225-27. 


67 The term “fragmentation” refers to the disper- 
sion of order flow among market centers. See Se- 
curities Exchange Act Release No. 15769, at 12, 
n.20 (April 26, 1979), 44 FR 26688, 26690, n.20. 


68 See Senate Report, supra note 4, at 14-18 
[1975] U.S. Code Cong. & Ad. News at 192-97. 





straints®® would seem to directly contradict any 
such notion. Accordingly, the alternative standards 
set forth for both tier 1 and tier 2 securities are 
relatively low and should not generally act as a 
barrier to designation of securities of issuers which 
enjoy substantial investor interest. 


The Commission requests interested persons to 
comment generally on whether assets and earn- 
ings designation standards for national market 
system securities are appropriate for either tier 1, 
tier 2 or both. Commentators should also address 
the appropriateness and necessity of each of the 
specific criteria employed in subparagraphs 
(c)(1)(i) and (c)(2)(i).7° Finally, comment is re- 
quested regarding which, if any, of the particular 
alternative standards included for each criteria will 
best achieve the limited purpose intended to be 
served by these criteria. 


(2) Criteria Relating to National Investor Interest 


The legislative history of Section 11A(a)(2) em- 
phasizes the relevance of trading volume, price 
and number of shareholders in designating na- 
tional market system securities.?' The Commis- 
sion’s emphasis in the January Statement on the 
trading characteristics of national market system 
securities and its reference to criteria relating to 
national investor interest reflects that legislative 
history.”2 The Commission continues to believe 





69 See Senate Report, supra note 4, at 12-14 
[1975] U.S. Code Cong. & Ad. News at 190-192; 
Conference Report, supra note 4, at 94-95 [1975] 
U.S. Code Cong. & Ad. News at 325-26. 


70 The Commission has included several criteria 
relating to assets and earnings for purposes of re- 
ceiving comment as to the appropriateness of 
each of those criteria. However, the Commission 
specifically solicits comment as to whether certain 
of the criteria (e.g., total assets and net tangible 
assets) may be in large part redundant and un- 
necessary for the limited purpose of identifying is- 
suers of threshold size. 


71 See note 7 and text accompanying notes 6-7, 
supra. 


72 January Statement, supra note 16, at 45-46, 43 
FR at 4360-61. 


that these criteria are critical to the task of select- 
ing securities which will benefit from the enhanced 
competitive atmosphere and the auction-type 
trading national market system initiatives are in- 
tended to achieve. Accordingly, proposed Rule 
11Aa2-1 contains criteria for identifying both tier 1 
and 2 securities regarding (i) the number of hol- 
ders of 100 shares or more,’ (ii) the number of 
publicly held shares;7 (iii) the market value of 
publicly held shares,’5 (iv) the price per share’® 
and (v) the average monthly share volume.’” Most 
of these criteria are already being employed in ex- 
change listing requirements. However, in addition 
to adopting the criteria presently used by the ex- 
changes, the rule employs, as an additional 
criteria, average monthly share volume. While 
share volume has never been employed in ex- 
change listing criteria, the Commission believes 
that it may be a significant factor in determining 
which securities might benefit from the inclusion in 
the national market system. 


The Commission has proposed alternative stand- 
ards for each “national investor interest’ criteria 
for both tier 1 and tier 2. With respect to the alter- 
native proposed standards for tier 1, the Commis- 
sion has employed, wherever possible common 
stock listing standards’® which are presently being 
employed by the NYSE and the Amex. Accord- 





73 Subparagraph (c)(1)(ii)(A) and (c)(2)(ii)(A). 


74 Subparagraph (c)(1)(ii) and (c)(2)(ii)(B). These 
subparagraphs define “publicly held shares” as: 


shares held by persons other than offi- 
cers, directors, or persons owning of 
record or beneficially 10 per cent or 
more of the outstanding shares of the 
security or class of securities. 


75 Subparagraphs (c)(1)(iii)(A) and (c)(2)(iii)(A). 

76 Subparagraph (c)(1)(iii)(B) and (c)(2)(iii)(B). 

77 Subparagraphs (c)(1)(iii)(C) and (c)(2)(iii)(c). 

78 Both Amex and NYSE have separate, less strin- 
gent, listing standards for preferred stock and war- 
rants. The Commission preliminarily believes that 
uniform standards should be applied to all types of 


securities. 
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ingly, the two proposed alternative standards for 
the number of holders of record of 100 shares or 
more (2,000 and 500), the number of publicly held 
shares (1,000,000 and 400,000) and the market 
value of publicly held shares ($18,000,000 and 
$13,000,000) are identical to the listing standards 
for the NYSE and the Amex, respectively. Addi- 
tionally, one proposed price per share standard 
($5) is the same as the equivalent Amex stand- 
ard.” In those instances where a particular criter- 
ion is not used by an exchange (e.g., monthly 
share volume) the Commission has also 
suggested alternative standards which, based 
upon its own observations, appear useful in 
selecting national market system securities.®° 
Comment is requested as to which of the alterna- 
tive proposed minimum standards should be 
adopted for each tier 1 criterion to assure that 
those securities automatically designated are in- 
disputably appropriate for inclusion in the national 
market system. 


Inevitably, many exchange and OTC securities 
which should be included in a national market 
system will not qualify under the stringent stand- 





72 The NYSE does not use price per share as a 
criterion for determining eligibility for listing. 


80 In order to assist commentators in evaluating 
the alternative monthly share volume standards, 
the Commission has obtained data from the Amex, 
NASD and the NYSE concerning the average 
monthly trading volume during 1978 in securities 
listed on those exchanges or reported through 
NASDAQ. The chart below indicates approxi- 
mately the number of Amex and NYSE listed and 
NASDAQ multiply traded securities which would 
meet these alternative standards. 


DESIGNATION 
STANDARD 


NYSE NASDAQ AMEX 
LISTED REPORTED LISTED 





600,000 shares 295 49 15 





350,000 shares 529 29 





175,000 shares 868 319 72 





While these results do not include securities listed 
solely on regional exchanges, it does not appear 
that this omission results in any significant under- 
statement of the approximate number of exchange 
and OTC securities which would meet the three 
alternative tier 1 volume standards. 
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ards the Commission envisions for tier 1. It may be 
that the task of identifying those securities is too 
complex to be performed by any set of objective 
standards. Instead, this task may require a more 
subjective analysis of the particular trading 
characteristics of each security and may be best 
performed by those who will have an active inter- 
est, as participants, in the national market system. 
Therefore, as previously discussed, the proposed 
rule allows the self-regulatory organizations, OTC 
market makers and issuers to identify those tier 2 
securities which should be designated national 
market system securities. As a result, the pro- 
posed alternative tier 2 standards have been de- 
signed to ensure that any security which arguably 
should be included in a national market system will 
be eligible for designation. While the Commission 
requests comment as to which, if any, of the alter- 
native standards proposed for each of these tier 2 
criteria should be adopted, it anticipates that most, 
if not all securities traded on the NYSE and Amex 
and a substantial number of OTC securities will 
meet all of these alternative standards.®' 


(3) Multiple Trading 


The existing facilities and rules and proposed ini- 
tiatives designed to achieve a national market 
system primarily represent the application of new 
data processing and communications techniques 
to address major problems arising from fragmen- 
tation and the institutionalization of the securities 





81 The most stringent set of tier 2 “national inves- 
tor interest” standards are eqivalent to the Amex 
listing standards, with the addition of a minimum . 
monthly share volume requirement. Based upon 
data supplied from the Amex, NASD and NYSE, 
the chart below supplied from the Amex, NASD 
and NYSE, the chart below indicates approxi- 
mately the number of Amex and NYSE listed and 
NASDAQ multiply traded securities (including 
those securities which would also meet the tier 1 
share volume standards) which would meet the 
alternative tier 2 share volume standards: 


DESIGNATION 
STANDARDS 


NYSE NASDAQ AMEX 
LISTED REPORTED LISTED 





100,000 shares 1183 565 96 





50,000 shares 1449 923 145 





15,000 shares 1750 1672 








market.®2 In particular, the need to provide market 
linkages and neutral order routing mechanisms for 
a particular security arises only when a security is 
multiply traded. Accordingly, subparagraph (c)(1) 
would require as a prerequisite to automatic des- 
ignation that at least three market centers have 
disseminating quotations for that security on at 
least 90 percent of the business days during the 
six months prior to designation.®* Similarly, the 
proposed rule would require that tier 2 securities 
be traded in or by at least two market centers. 


Proposed Rule 11Aa2-1 does not contain any re- 
quirement that there currently exist substantial 
dispersion of order flow in the market for a par- 
ticular security. The Commission anticipates that 
as the national market system evolves it will pro- 
vide enhanced opportunities for competition be- 
tween market centers and generally promote the 
initiation of multiple market trading. Accordingly, 
the Commission preliminarily believes that it would 
be premature to exclude securities from designa- 
tion as national market system securities because 
of the lack of meaningful competition for order flow 
in a security between market centers in a non- 
national market system environment. 


Comment is requested as to the appropriateness 
of requiring multiple market interest as a prereq- 
uisite to designation.24 Commentators who believe 
that the proposed rule should contain such a re- 
quirement, should address whether the differing 
requirements of trading in three market centers for 
tier 1 securities and two market centers for tier 2 





82 See, e.g., Senate Report, supra note 4, at 3, 
[1975] U.S. Code Cong. & Ad. News 181-82. 


83 Comment is requested as to whether this stand- 
ard will accurately reflect multiple market interest. 


84 It may be that there are market centers, which 
do not currently trade a particular security because 
they are unable to compete in the present market 
structure environment, who would be interested in 
trading that security if it were included in the na- 
tional market system. Accordingly, the Commis- 
sion solicits comment as to whether the multiple 
market interest requirements in Proposed Rule 
11Aa2-1 should be revised to include market 
centers which indicate that they will make markets 
in a particular security if it is designated a national 
market system security. See a/so note 34, supra. 


securities is an appropriate test.®5 Finally, com- 
mentators who believe that no security should be 
designated a national market system security un- 
less there already exists substantial dispersion of 
order flow in that security between two or more 
market centers should explain why they believe 
such a requirement is necessary and specifically 
suggest the threshold level of order dispersion 
which should be required. 


IV. TIMING OF INCLUSION OF OTC 
SECURITIES IN NATIONAL MARKET SYSTEM 
DISCLOSURE FACILITIES 


A. Introduction 


Paragraph (b)(3) of Proposed Rule 11Aa2-1 pro- 
vides that any security which has been designated 
a national market system security “shall be qual- 
ified for trading in the national market system or 
any facility thereof.” However, the timing or man- 
ner of inclusion of those securities in specific na- 
tional market system facilities is not addressed. 
Thus, while Proposed Rule 11Aa2-1 defines those 
securities qualified for trading in a national market 
system, the proposed rule does not specifically 
provide a date when those securities will be in- 
cluded.in national market system facilities and 
made subject to the rules of a national market 
system. 


In the January Statement, the Commission stated 
its intention, upon completion of its rulemaking 
with respect to designation of national market 
system securities, to require inclusion of OTC na- 
tional market system securities in the consolidated 
system and to apply Rule 11Ac1-1 to those securi- 
ties. In addition, the Commission indicated that ul- 
timately OTC national market system securities 
would be included in all other facilities which might 





85 No security may be initially authorized for NAS- 
DAQ unless two or more brokers or dealers have 
indicated that they are willing and able to dissemi- 
nate quotations in that security or class of securi- 
ties in NASDAQ on a regular and continous basis. 
See NASD By-laws Art. XVI, Section 1 and Art. 
XVI, Section, 3, Schedule D. Accordingly, the tier 2 
requirement that a security be traded in two or 
more market centers will eliminate few, if any, 
OTC securities. 
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be developed in the future to realize national mar- 
ket system objectives.® 


The Commission continues to believe that no se- 
curity may be properly regarded as trading in the 
national market system unless investors in that 
security receive the benefits and protections inhe- 
rent in the system as a whole. Therefore, OTC na- 
tional market system securities will eventually par- 
ticipate in all aspects of a national market sys- 
tem.®” However, as a preliminary matter, the 
Commission believes that the trading markets for 
tier 1 securities would benefit from immediate in- 
clusion of these securities in the disclosure 
facilities of the national market system. Therefore, 
the Commission proposes to amend Rule 17a-15 
(or Proposed Rule 11Aa3-1, if adopted) to require 
inclusion of all tier 1 securities in the consolidated 
transaction reporting system and the consolidated 
quotation system®® within two months after the ef- 
fective date of a designation plan filed pursuant to 
Proposed Rule 11Aa2-1. 


The Commission recognizes that some commen- 
tators believe that, because of inherent differences 
between OTC and exchange markets, the inclu- 
sion of OTC securities in existing disclosure sys- 
tems, prior to further evolution of the national mar- 
ket system, may adversely affect the markets for 
those securities.®9 In addition, inclusion of less ac- 
tive OTC securities in the national market system 
may impose cost burdens on some OTC market 





86 January Statement, supra note 16, at 46, 43 FR 
at 4361. 


87 Paragraph (b)(2) of Proposed Rule 11Aa2-1 
provides that all national market system securities 
are “qualified for trading in the national market 
system or any facility thereof.” 


88 The reporting requirements of Rule 11Ac1-1 are 
applicable to “any equity security as to which last 
sale information is reported in the consolidated 
system.” Accordingly, if the Commission does de- 
termine to amend Rule 17a-15 (or Proposed Rule 
11A3-1, if adopted) to require inclusion of all tier 1 
securities in the consolidated system, those secu- 
rities will simultaneously become subject to Rule 
11Aci-1. 


89 But see text accompanying notes 94-98, infra. 
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centers which may be inappropriate. Therefore, 
the Commission requests public comment on 
whether, at the present time, inclusion of either tier 
1 OTC securities or all OTC national market sys- 
tem securities in the existing disclosure facilities 
comprising and rules governing a national market 
system is necessary and appropriate in light of the 
objectives of the Exchange Act. 


B. Legislative History 


The legislative history of Section 11A(a)(2) of the 
Exchange Act indicates a Congressional belief that 
OTC securities with appropriate trading charac- 
teristics should be included in the national market 
system so that they might be traded in an envi- 
ronment which limits the problems arising from 
fragmentation and provides auction-trading type 
protections.°° Furthermore, Congress believed 
that timely, accurate and complete transaction and 
quotation information were essential foundations 
for that system.°' For example, the Senate Com- 
mittee stated: 


In the securities markets, as in most 
other active markets, it is critical for 
those who trade to have access to accu- 
rate, up-to-the second information as to 
the prices at which transactions in par- 
ticular securities are taking place (/.e., 
last sale reports) and the prices at which 
other traders have expressed their will- 
ingness to buy or sell (/.e., quotations). 
For this reason, communications sys- 
tems designed to provide automated 
dissemination of last sale and quotation 
information with respect to securities will 





90 See text accompanying notes 6-7, supra. 


91 Section 11A(1)(c) sets forth an express Con- 
gressional finding that 


It is in the public interest and appropri- 
ate for the protection of investors and 
the maintenance of fair and orderly 
markets to assure... 


(iii) the availability to brokers, dealers 
and investors of information with re- 
spect to quotations for and transactions 
in securities .... 





form the heart of the national market 
system.92 


Consistent with its general approach, Congress 
did not provide either in the statute or the legisla- 
tive history a timetable for inclusion of OTC secu- 
rities in these disclosure systems. Instead, Con- 
gress generally provided the Commission with 
“maximum flexibility” in facilitating the establish- 
ment of a national market system which meets the 
objectives set forth in Section 11A.9° Accordingly, 
the Commission may use its discretion to require 
prior inclusion of some or all OTC national market 
system securities in any existing national market 
system facility or application of any national mar- 
ket system rule if it determines that, by doing so, it 
may best facilitate the establishment of a national 
market system. 


C. Discussion 


As a preliminary matter, the Commission believes 
that immediate inclusion of certain OTC national 
market system securities in the consolidated sys- 
tem and application of Rule 11Ac1-1 might further 
the achievement of a number of statutory goals. 
The inclusion of those securities in reporting sys- 
tems may expedite the creation of a national mar- 
ket system by alleviating the technical and practi- 
cal problems associated with simultaneous inclu- 
sion in a number of facilities. Moreover, requiring 
prior inclusion of certain OTC securities in the 
consolidated system and improved quotation in- 
formation would give the participants in the mar- 
kets for OTC securities an opportunity to adapt to 
changes in the trading environment in those secu- 
rities, resulting from fuller disclosure, prior to par- 
ticipation in other national market system facilities 
and rules which may also have significant ef- 
fects.°4 Additionally, immediate inclusion of certain 
OTC securities in national market system disclo- 
sure systems will provide both the Commission 
and OTC market participants with an opportunity 
to monitor and assess the effects of increased dis- 





92 Senate Report, supra note 4 at 9, [975] U.S. 
Code Cong. & Ad. News at 187. See a/so Confer- 
ence report, supra note 4, at 93, [975] U.S. Code 
Cong. & Ad. News at 324. 


93 See text accompanying notes 2-7, supra. 


94 See text accompanying notes 106-121, infra. 


closure on the quality of the markets for those se- 
curities, prior to inclusion of other OTC securities 
in those facilities and the inclusion of any OTC se- 
curities in additional national market system 
facilities and rules which are dependent on such 
disclosure. 


Even more significantly, prior inclusion of certain 
OTC securities in the consolidated system and 
application of Rule 11Ac1a-1 would achieve the 
important objectives of real-time last sale reporting 
and improved quotation reporting without making 
them dependent on any delays which may occur 
before achievement of other national market sys- 
tem goals. The availability of this information 
should enhance the ability of brokers to find the 
best markets for their customers’ orders and im- 
prove upon the execution of those orders.® In fact, 
the availability of increased disclosure information 
should generally improve the efficiency of the mar- 
ket for OTC national market system securities by 
permitting all market participants to better assess 
the current market interest for those securities. 


Finally, transaction reporting and firm quotation 
reporting with size might generally improve the 
fairness of the markets for OTC national market 
system securities. This disclosure will provide the 
Commission and the NASD with information which 
will improve their respective abilities to surveil on a 
real-time basis for violations of the anti- 
manipulative and disclosure provisions of the Ex- 
change Act, the rule thereunder and self- 
regulatory organization rules.9° Enhanced disclo- 
sure should also provide investors in OTC national 
market system securities with greater opportuni- 
ties to police both overreaching®”? by OTC market 





%5 See, e.g., Securities Exchange Act Release No. 
14415 (January 26, 1978) at 36-37, 43 FR 4342, 
4347. 


96 See text accompanying note 63, supra. 


97 The term “overreaching” refers to the possibility 
that broker-dealer firms may take advantage of 
their customers, by not providing the same quality 
of execution as they would if they had acted as 
agent, when those firms effect transactions with 
their customers as principal. See Securities Ex- 
change Act Release No. 15769, at 12 n.20, (April 
26, 1979), 44 FR 26688, 26690 n.20. 
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makers and the efforts of their broker to obtain 
best execution of their orders.9® 


While prior inclusion of OTC national market sys- 
tem securities in the consolidated system and ap- 
plication of Rule 11Ac1-1 might further a number 
of statutory objectives, it has been argued that it 
might adversely affect the liquidity in the markets 
for those securities.°° For example, the NASD and 
OTC traders have in the past suggested that real- 
time last sale reporting of transactions in OTC se- 
curities might discourage certain dealers from 
continuing to make markets in those securities. 
This argument appears to be premised on two as- 
sertions.1°° 





88 Public investors in the OTC market generally 
have access only to NASDAQ Level 1 service 
which currently does not display actual quotations 
of specified market makers. Instead Level 1 serv- 
ice displays, for each security quoted in the NAS- 
DAQ system, a single “representative bid and 
ask.” However, the Commission has recently ex- 
pressed its belief that ‘it is only feasible for a 
customer to police his broker’s efforts to obtain 
best execution if he receives information as to the 
best bid or offer available at the time he places an 
order to buy or sell a NASDAQ-quoted security.” 
Securities Exchange Act Release No. 15251 (Oc- 
tober 20, 1978), at 44, 43, FR 50615, 50622. Asa 
result of its concerns the Commission proposed 
Rule 11Ac1-2 which would require that every in- 
terrogation device providing quotation information 
with respect to OTC equity securities display, at a 
minimum, the highest bid and lowest offer for that 
security. /d. Consistent with this concern, it may 
be that investors in OTC national market system 
securities would be better able to monitor their 
brokers’ activities if last sale information and firm 
quotations with size were provided for those secu- 
rities. 


99 See, e.g., Appearance of Gordon S. Macklin, 
President, NASD, et. al. on behalf of the NASD, 
Transcript of Hearings, /n re Off-Board Trading 
Rules (August 16, 1977) at 978-79, contained in 
File No. 4-180. 


100 Although this argument has been advanced in 
a number of different forms, the testimony of Gor- 
don Macklin, President of the NASD, during the 
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The first is that real-time reporting of transactions 
would add some direct internal costs to market 
makers in OTC securities, thereby reducing the 
profitability of their market making activities.'% 





August 1977 hearings on off-board trading rules is 
representative. Mr. Macklin stated: 


Part of our argument is based on eco- 
nomics and our market-makers are 
saying that the requirement to report 
last sale in over-the-counter market 
making is a strong disincentive to mar- 
ket making and if we would move for- 
ward in the NASDAQ market with 2600 
stocks, we could severly impact the 
market. 


It is primarily a matter of disclosing what 
you are dong to your competitors, that is 
a big risk. There are some internal costs 
that are also affected. The arguments 
rated in order are the additive risk it puts 
into the business and then second the 
added cost. 


[It] is an economic incentive to a mar- 
ketmaker, to not have to tell his compet- 
itor, what he just did. You know that 
doesn’t hold true, won’t hold true in 
these tape reported securities. 


Transcript of Hearings, /n re Off-Board Trading 
Rules (August 16, 1977) (unedited) at 978-79. 


101 Third market makers are currently required by 
NASD rules to report transactions in reported se- 
curities on a real-time basis. To facilitate this re- 
porting obligation, the NASD has modified its 
NASDAQ terminals to permit direct reporting 
through those terminals. Because the basic pro- 
graming effort has already been made, the Com- 
mission questions whether the costs of compara- 
bly modifying the terminals of market makers in 
OTC national market system securities would be 
substantial. 





The second is that a reporting requirement would 
make the trading positions of a market maker more 
visible to his competitors.'°* While it is not con- 
templated that the individual market maker 
executing a transaction in a national market sys- 
tem security would be identified on either moving 
ticker displays or on vendor interrogation de- 
vices,1°3 a market maker’s competitors, once 
alerted to a large trade, may be able to determine 





102 The NASD has also suggested on at least one 
occasion that real-time last sale reporting for OTC 
securities might “create public confusion” because 
of the differing ways in which transactions effected 
on an exchange and over-the-counter are reported 
in the consolidated system. See Letter from Gor- 
don S. Macklin, President, NASD, to George A. 
Fitzsimmons, Secretary, S.E.C., dated March 18, 
1978, contained in File No. S7-744. Transactions 
effected on an exchange are reported on a ‘“‘gross” 
basis (i.e., exclusive of any commission which 
may be charged to the broker effecting the trade or 
to the actual customer in connection with a trans- 
action). Transactions effected over-the-counter 
are similarly reported excluding any commission, 
commission equivalent or differential. However, 
NASD rules and the joint industry plan governing 
the operation of the consolidated system require 
over-the-counter market makers effecting retail 
transactions with customers to include in the price 
reported in the consolidated system any retail 
mark-up charged the customers. Since a retail 
mark-up acts as the economic equivalent of a 
commission, the Commission will have to consider 
whether it is appropriate to require, with respect to 
OTC national market system securities, that the 
joint industry plan and NASD rules be amended to 
require that all transactions be reported exclusive 
of any commission, commission equivalent, differ- 
ential or retail mark-up. 


103 While market identifiers are currently provided 
in consolidated displays of transaction reports 
available through interrogation devices, they only 
indicate whether the transaction occurred in the 
third market. In other words, the individual third 
market maker involved in the transaction is not 
identified. The Commission has proposed Rule 
11Ac1-2 which, among other things, would, if 
adopted as proposed, eliminate use of market 
identifiers for those consolidated displays. Securi- 
ties Exchange Act Release No. 15251 (October 
20, 1978), 43 FR 50615. 


who participated in the transaction by observing 
changes in market maker quotations or by calling 
other market participants. Because a market 
maker's competitors would thus be aware of any 
substantial inventory position taken by that market 
maker, it has been argued that it would be more 
difficult to reduce inventory positions at a favora- 
ble price. As a result OTC market makers may be- 
come unwilling to provide liquidity to the market by 
absorbing substantial imbalances in supply or de- 
mand. Although exchange market makers have 
adapted quite well to such disclosure, it is possible 
that because of both inherent differences between 
competitive over-the-counter dealer markets and 
exchange auction markets and the relatively low 
public investor activity in the markets for many 
OTC securities, transaction reporting might affect 
the desire of certain OTC market makers to con- 
tinue to engage in active market making in such 
securities. 194 


As a preliminary matter, the Commission believes 
that, with respect to tier 1 securities, the concerns 
raised by these commentators are outweighed by 
the positive benefits of real-time disclosure of last 
sale information and improved quotation reporting. 





104 In addition, it might be argued that the applica- 
tion of Rule 11Aci-1 to OTC national market se- 
curities will also affect the liquidity of the markets 
for those securities. However, the Commission 
preliminarily believes the the application of Rule 
11Ac1-1 to OTC national market system securities 
would not act as a significant disincentive to mar- 
ket making in those securities. OTC market mak- 
ers in NASDAQ securities are already reporting 
quotations through the NASDAQ system. While 
NASDAQ does not permit market makers to dis- 
seminate quotation sizes, NASD rules generally 
require NASDAQ quotations to be “firm” for a 
minimum unit of trading. However, the NSTA has 
suggested that general dissemination of the best 
bid and asked quotations to public investors 
would, in itself, act as a disincentive to market 
making by forcing OTC market makers to match 
the “inside market” on orders in excess of 100 
shares or be faced with substantial customer dis- 
satisfaction. Letter from J. DaPuzzo, Chairman, 
and Morton N. Weiss, President, NSTA, to George 
A. Fitzsimmons, Secretary, S.E.C., dated De- 
cember 21, 1978, contained in File No. S7-759. 
But see note 98, supra. 
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Moreover, because tier 1 securities would be 
charactierized by wide public investor interest and 
active trading,'°° OTC market makers in those se- 
curities will have an opportunity to adjust their 
trading positions in those securities relatively eas- 
ily, thereby eliminating or ameliorating many of the 
concerns raised by these commentators. Because 
the inclusion of tier 1 OTC securities in the disclo- 
sure systems of the national market system would 
not appear to result in significant disincentives to 
market making in those securities, the Commis- 
sion proposes to amend Rule 17a-15 (or Rule 
11Aa3-1, if adopted) to include tier 1 OTC securi- 
ties in the consolidated transaction reporting and 
quotation systems within two months after the ef- 
fective date of a designation plan. 


Comment is requested regarding the effects of 
transaction reporting and increased quotation re- 
porting on OTC national market system securities. 
Commentators should specifically discuss whether 
the enhanced disclosure and surveillance capabil- 
ity obtained will result in fairer and more orderly 
markets for those securities. Furthermore, com- 
mentators should discuss whether those perceived 
enhancements outweigh any adverse effects in- 
creased disclosure may have on the willingness of 
market makers to commit their capital to make 
markets in tier 1 OTC securities or in all OTC na- 
tional market system securities. Commentators 
who believe that last sale reporting and firm quo- 
tations with size should not be required for either 
tier 2 or for any OTC national market system secu- 
rity at this time should also discuss at what point in 
the evolution of a national market system such in- 
clusion would be appropriate. 


V. ACHIEVEMENT OF NATIONWIDE PRICE 
PROTECTION FOR OTC NATIONAL MARKET 
SYSTEM SECURITIES 


In the Status Report, the Commission set as a 
near-term goal the achievement of ‘nation-wide 
price protection of limit orders against executions 
at inferior prices,”'°® and subsequently published 
for comment proposed Rule 11Ac1-3 under the 
Exchange Act (17 CFR §240.11Ac1-3) which, if 





105 See text accompanying at ntoes 71-81, supra. 


106 Status Report, supra note 27, at 14, 44 FR at 
20367. 
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adopted, would require intermarket price protec- 
tion for all displayed public limit orders in certain 
securities.1°” In both the Status Report and the 
release proposing Rule 11Ac1-3 the Commission 
suggested that nation-wide limit order protection 
was only an interim step toward the ultimate 
achievement of nation-wide price protection for all 
displayed quotations.'°® This section will discuss 
and request comment on what facilities are neces- 
sary for the achievement of nation-wide price pro- 
tection, initially for limit, and eventually for all or- 
ders, for (a) OTC national market system securi- 
ties and (b) securities traded in an integrated envi- 
ronment both on exchanges and in the OTC mar- 
kets, without application of exisiting exchange 
off-board trading restrictions (‘integrated trad- 
ing”’).1°9 


Market Linkage Facilities 


Market makers in OTC securities currently are 
linked with each other and other market partici- 





107 Rule 11Ac1=3 would apply to all reported secu- 
rities which are included in a market linkage sys- 
tem implemented or operated in accordance with a 
plan approved by the Commission pursuant to 
section 11A(a)(3)(B) of the Exchange Act. Rule 
11Ac1-3(b). See Securities Exchange Act Re- 
lease No. 15770 (April 26, 1979), 44 FR 26692. 


108 In the Status Report the Commission stated 
that: 


if nationwide price protection is to be 
accomplished in a fair manner consist- 
ent with the purposes of the [Exchange 
Act], it ultimately should encompass 
protection for all buying and selling 
interest displayed by a particular market 
center as part of its current bid or offer 
.... Status Report, supra note 27, at 
29, 44 FR at 20364. 


109 While no market center will be required to trade 
a security simply because it has been designated 
a national market system security, the Commis- 
sion anticipates approving, pursuant to Section 
12(f) of the Exchange Act, exchange applications 
for unlisted trading privileges for OTC national 
market system securities. However, the Commis- 
sion has previously stated that it will only approve 





pants only by telephone. However, many brokers 
and market makers in NASDAQ securities have 
developed highly efficient “open line” telephone 
networks which provide quick and assured access 
to each other. Orders for such securities are gen- 
erally routed (i.e., telephoned) by brokers to mar- 
ket makers and among market makers on the 
basis of quotations displayed in NASDAQ. While 
these ‘‘openline” networks appear adequate to 
handle order inquiries and transactions for present 
trading in OTC securities, the Commission re- 
quests comment regarding whether they will prove 
sufficient to achieve nation-wide price protection 
for public limit orders or all displayed quota- 
tions.11° 





such applications if off-board trading restrictions 
are removed with respect to those securities (See 
January Statement, supra note 16, at 46, n.63, 43 
FR at 4361 n.63). Furthermore, the Commission 
has recently announced the commencement of a 
proceeding to consider the amendment of rules of 
national securities exchanges which limit or condi- 
tion the ability of members to effect transactions 
off-board in securities traded on an exchange to 
preclude their application to securities which are, 


or at any time in the future become, exclusively 
traded in the over-the-counter market. If the Com- 
mission determined to require such amendments 
to exchange off-board trading rules, securities 
which list in the future may also be subject to inte- 
grated trading. See Securities Exchange Act Re- 
lease No. 15769 (April 26, 1979), 44 FR 26688. 


110 If the current telephone interconnections con- 
tinue to be employed as the only order routing 
linkage between OTC market makers, there may 
be significant limitations on the ability of the NASD 
and the Commission to surveil for executions at 
prices inferior to displayed public limit orders and 
quotations in national market system securities 
which are traded over-the-counter. For example, 
the transaction reporting process would continue 
to be initiated on a manual basis and thus subject 
to timing errors caused by the reporting market 
maker, who, if improper activity were to occur, 
would be interested in assuring such inaccuracy. 
Accordingly, it may be difficult to determine if 
transaction reports for OTC national market sys- 
tem securities are properly sequenced. If such re- 
ports are out of sequence it may be difficult, if not 
impossible, to determine if a transaction was exe- 
cuted at a price inferior to a displayed quotation. 


Discussions are currently in progress between 
participants of the ITS'"' and the NASD regarding 
linking third market dealers through ITS.''2 The 





Accordingly, comment is requested regarding 
whether the current OTC trading environment 
would provide sufficient and verifiable information 
to permit surveillance of a price protection re- 
quirement initially for limit orders, and eventually 
for all orders. Commentators who believe that sur- 
veillance difficulties will arise because of improper 
sequencing of reported transactions should dis- 
cuss whether this improper sequencing may also 
hinder the ability of the NASD and the Commission 
to surveil OTC market makers in national market 
system securities for overreaching and manipula- 
tive activities. 


111 In the January Statement, the Commission 
called for the prompt development of market link- 
age systems to permit orders in securities qualified 
for trading in a national market system to be 
promptly and efficiently transmitted from one qual- 
ified market center to another. January Statement, 
supra note 16, at 28-33, 43 FR at 4358. On March 
9, 1979, the Amex, BSE, NYSE, PSE and Phix 
jointly filed with the Commission a ‘Plan for the 
Purpose of Creating and Operating an Intermarket 
Communication Linkage.” On April 14, 1978, the 
Commission issued a temporary order pursuant to 
Section 11A(a)(3)(B) of the Act approving the im- 
plementation of the ITS for a period of 120 days 
and, on August 11, 1978, the Commission ex- 
tended that approval for an additional year. Secu- 
rities Exchange Act Release Nos. 14661 (April 14, 
1978) and 15058 (August 11, 1978), 43 FR 17419 
and 36732. 


112 The members of the ITS have stated that ITS 
can be used to provide nation-wide limit order 
protection for reported securities through an en- 
hanced ITS. Status Report, supra note 27, at 
25-26, 44 FR at 20363-64. Although the Commis- 
sion indicated that ITS participants should be 
given an opportunity to enhance the ITS to 
achieve this goal, it also indicated that it was “pre- 
pared to explore alternative mechanisms for 
reaching this goal,” if ITS does not “adequately 
meet the needs of market professionals in an envi- 
ronment characterized by an affirmative obligation 
to provide inter-market price protection for public 
limit orders ....” Status Report, supra note 27 at 
26, 44 FR at 20363-64. 


SEC DOCKET/971 





Commission understands that these discussions 
anticipate that linkage of the third market will be 
initially achieved by providing an ITS interface only 
with the NASD and that the NASD will provide the 
interface with all interested third market makers. At 
least at this preliminary stage, the Commission 
understands that the contemplated linkage will in- 
volve a manual link (through open telephone lines) 
between the NASD and participating third market 
makers. The Commission believes that this ap- 
proach, which would continue to depend on tele- 
phone interconnections between the NASD and 
OTC market centers, will prove to be too slow and 
cumbersome to provide a mechanism for the rout- 
ing of orders and other messages for securities 
which are the subject of integrated trading, at least 
where OTC market makers are significant compet- 
itors for order flow in a particular security. The 
Commission noted in the Status Report that the 
exigencies of active trading will ultimately require 
systems enhancements in ITS which would reduce 
response times for commitments sent through ITS 
to “significantly less than one minute.”''? The 
Commission understands that the NASD recog- 
nizes the need to significantly enhance the linkage 
between OTC market centers and exchange mar- 
ket centers and is currently studying the various 
methods by which it may provide such an en- 
hanced capability. 


The Commission believes that it would be techno- 
logically possible to link all OTC market centers 
with each other and directly with the exchanges by 
means of an interface between ITS and an en- 
hanced NASDAQ system. Such a direct 
NASDAQ/ITS linkage between each OTC market 
maker and each exchange would appear to be a 
substantially more efficient linkage than the cur- 
rent telephone facilities or the proposed manual 
ITS-NASD interface. The NASD has proposed that 
NASDAQ could be enhanced to provide a national 
order routing system (“NORS”) which would link 
all exchanges and OTC market centers with each 
other and with any broker-dealer desiring to send 
or receive messages throughout the system and 
would permit the routing of designated orders to a 
specific market center or undesignated orders on 
the basis of the best machine displayed quota- 





113 Status Report, supra note 27, at 22, 44 FR at 
20363 (footnote omitted). 
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tion.114 The NASD further indicated that NORS 
could have the capability of both receiving com- 
mitments to trade and providing for automatic 
execution of orders exposed to the system (if a 
particular market center wished to offer that op- 
tion).115 


Because most market makers for OTC national 
market system securities currently participate in 
NASDAQ, a limited version of NORS, in which the 
NASDAQ system was electronically interfaced with 
ITS.and the NASD acted as a concentrator for all 
OTC orders routed through that system to an ex- 
change, might provide an efficient and inexpensive 
linkage system for those securities.1'® Additionally, 
because executions could be automatically re- 
ported through NORS, transaction report 
sequencing concerns would be eliminated, en- 
hancing the NASD and the Commission surveil- 
lance capabilities.117 Furthermore, because of the 





114 NASD, Technical Plan for the Development of a 
National Market System (May 1, 1978) at 8-9, 
contained in File No. S7-735-A. 


115 It should be noted that the NASD has stated 
that it believes that: 


an order routing system with the capa- 
bility for computer assisted execution 
that’s accessible to all broker/dealers 
must be in place prior to the inclusion of 
over-the-counter securities in the qual- 
ified category. Off-board market makers 
must have the necessary technical 
facilities in place in order to allow them 
to fairly compete with exchange market 
makers and to insure that no market 
maker or market place has a mechani- 
cal advantage in the system. NASD 
June Letter, supra note 21, at 2. 


116 With respect to communications between OTC 
market makers, however, such a system might 
prove to be a slower, less efficient means of link- 
age than the existing system of telephone inter- 
connections. Communication by telephone permits 
two geographically separate market makers to 
execute a transaction through one communication 
as opposed to the two or more messages required 
through ITS. 


117 See text accompanying note 63, supra. 





current widespread use of NASDAQ terminals, 
adaption of NASDAQ into an order routing system 
may be the most efficient means to permit all 
broker-dealers to easily access all NASDAQ mar- 
ket makers without significant delays.''® 


The Commission is interested in commentators’ 
views as to whether NASDAQ and ITS can be 
adapted to provide a cost effective linkage be- 
tween OTC and exchange market centers which 
will permit the achievement of nation-wide price 
protection, initially for limit, and eventually for all 
orders for securities subject to integrated trading, 
without resulting in substantial trading 


anomalies.'19 


lf commentators conclude that nation-wide price 
protection for OTC national market system securi- 
ties and securities subject to integrated trading 
cannot be achieved through the combination of an 
enhanced NASDAQ system and ITS discussed 
above, they should specifically discuss alternative 
mechanisms for reaching this goal for OTC and 
integrated national market system securities. For 
example, limit orders from varying locations could 
be entered into an electronic trading facility, mod- 
eled after the Cincinnati Stock Exchange, Inc. 
(“CSE”) System.12° 








118 The Commission noted in the Status Report 
that ‘‘the availability of a neutral order routing 
mechanism which would permit a firm easily to 
shift its order flow from one market center to 
another” would facilitate compliance by broker- 
dealers with their fiduciary obligation of best 
execution with respect to retail orders and, addi- 
tionally, that “development of order routing 
facilities which facilitate the routing of orders to 
any market center also will contribute to estab- 
lishment of an environment satisfying the statutory 
objective of assuring fair competition among brok- 
ers and dealers and among markets.” Status Re- 
port, supra note 27, at 39-40, 44 FR at 20366 
(footnote omitted). 


119 The Commission has previously noted that: 


Delays in the transmission and execu- 
tion of orders between markets may 
disput trading on both sending and re- 
ceiving markets. Those delays may pre- 
vent the completion of transactions on 
the sending market pending receipt of 
execution reports and may create 
sequencing difficulties on the receiving 
market. For example, if a broker desires 
to execute a biock on a regional ex- 
change at 19% (a price away from the 
current market), nation-wide price pro- 
tection for public limit orders would re- 
quire the broker to delay execution of 
that part of the block which might be 
off-set by displayed public limit orders at 
a better price pending receipt of an 
execution or rejection with respect to 
those order. Thus, if another market is 


then displaying a public limit order to 
buy 200 shares at 19%, the broker han- 
dling the block would be required to 
send a 200 share order for execution on 
the other market. If execution of the 200 
share order were delayed, due to the in- 
efficiency of the sending and execution 
mechanism, there would be an in- 
creased likelihood that additional public 
limit orders (for example, an order to 
buy 100 shares at 20) would be placed 
on the specialist's book prior to execu- 
tion of the 200 share order. In this 
event, presumably the 200 share order 
at 19% would be executed, not- 
withstanding the normal priority of the 
100 share order at 20, since only those 
orders displayed at the moment of 
transmission would be entitled to pro- 
tection. 


Status Report, supra note 27, at 22-23 n.28, 44 
FR 20363 n.28. 


120 The CSE System, through an electronic com- 
munications network maintained by the CSE, en- 
ables CSE members, without the necessity of 
maintainning a presence on the floor of the CSE or 
any other exchange, to participate in a market 
conducted in accordance with certain auction-type 
trading principles by entering bids and offers for 
securities for their own account and as agents for 
their customers’ accounts. In addition, CSE rules 
permit a specialist on any national securities ex- 
change, without becoming a member of the CSE, 
to enter bids and offers in the system as principal 
or as agent in any security in which that specialist 
is registered on another exchange. Orders entered 
into the CSE System are stored in the CSE’s com- 
puter facilities and queued for execution as fol- 
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Similarly a central limit order file (“Central File’) of 
the type described in the January Statement,'?' 
modified to eliminate time priority for orders stored 
in the File over other orders in the various market 
centers, might provide an efficient and effective 
means for assuring nation-wide limit order protec- 
tion for securities traded solely or predominantly in 
the OTC market. 


Vi. EFFECTS ON COMPETITION 


Section 23(a)(2) of the Exchange Act'?? requires 
the Commission, in adopting rules under the Ex- 





Continued from preceding page 


lows: priority is governed first by price (i.e., the 
highest bid and lowest offer) and second, as be- 
tween orders at the same price, by time of entry. 
However, public agency orders as defined in the 
CSE’s rules, regardless of time of entry, are 
granted priority over other orders at the same 
price. See Securities Exchange Act Release No. 
14674 (April 18, 1978), 43 FR 17894. 


121 The Commission proposed in the January 
Statement, the development of a Central File into 
which public agency limit orders could be entered 
and queued for execution in accordance with auc- 
tion trading principles of price and time priority. 
January Statement, supra note 16 at 34-35, 43 
FR at 4359. Subsequently, in the Status Report, 
the commission noted that a number of commen- 
tators had asserted that a “preference for public 
limit orders” would create “a disincentive to [the] 
commitment of market making capital’ by ex- 
change market makers “and would eventually lead 
to the elimination of exchange trading floors by in- 
exorably forcing all trading into a fully automated 
trading system.” Status Report, supra note 27, at 
17-18, 44 FR at 20362. (footnote omitted). The 
Commission, while noting that it could not predict 
accurately the consequences of implementing the 
Central File as proposed, recognized ‘the possi- 
blity that introduction of a system based upon the 
absolute time priority concept could have a radical 
and potentially disruptive impact on the trading 
process as it exists today,” and stated that indus- 
try and Commission efforts should be concen- 
trated on the achievement of nationwide price 
protection for all public limit orders./d. at 19, 44 
FR at 20362. 


122 15 U.S.C. 78w(a)(2). 
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change Act, to consider the anti-competitive ef- 
fects of such regulation and to balance any anti- 
competitive impact against the regulatory benefits 
gained in terms of furthering the purposes of the 
Exchange Act. The Commission has examined 
Proposed Rule 11Aa2-1 in light of the standards 
cited in Section 23(a) and is unable to conclude, 
as an initial matter, that adoption of the proposed 
rule would impose any burden on competition not 
necessary or appropriate in furtherance of the pur- 
poses of the Exchange Act. The Commission is 
aware of the view that inclusion of OTC securities 
in certain national market system facilities may re- 
sult in a disincentive to market making, which, in 
turn, may effect the capital-raising capacities of 
the issuers of those securities. While the Commis- 
sion has requested public comment with regard to 
the accuracy of these arguments, it believes, as a 
preliminary matter, that any such effect is out- 
weighed by the substantital benefits provided by 
disclosure of transaction and quotation informa- 
tion’? and the possiblity that designation as a na- 
tional market system security will assure a greater 
opportunity for competition among market centers 
with respect to those securities. However, com- 
ment is requested on this as well as any other ef- 
fects on competion which might result from the 
adoption of the proposed rule. 


Vil. TEXT OF PROPOSED RULE 


The Securities and Exchange Commission hereby 
proposes Rule 11Aa2-1 (17 CFR §240.11Aa2-1) 
pursuant to its authority under the Securities Ex- 
change Act of 1934 [(15 U.S.C. 78a et seq., as 
amended by Pub. L. No. 94-29 (June 4, 1975)], 
and particularly Sections 2, 3, 6, 10, 11, 11A, 15, 
17 and 23 thereof [15 U.S.C. 78b, 78c, 78f, 78), 
78k, 78k-1, 780, 78q and 78w] The text of the pro- 
posed rule is as follows: 


§240.11Aa2-1 Designation of qualified securities. 
(a) Definitions. For purposes of this section, 


(1) The term “National market system security” 
shall mean any equity security which is qualified 
for trading in the national market system or any 
facility or subsystem thereof by virtue of designa- 
tion in accordance with a designation plan filed 
with, and approved by, the Commission pursuant 





123 See text accompanying notes 94-98, supra. 





to paragraphs (d) and (e) of this section; Provided, 
however, That any such security shall cease to be 
a national market system security if its designation 
has been revoked, or during any period its desig- 
nation has been suspended, in accordance with 
such a designation plan. 


(2) The term “listed equity security” shall mean 
any equity security listed or admitted to unlisted 
trading privileges on a national securities ex- 
change (“exchange”). 


(3) The term “reported security” shall mean any 
equity security for which transaction reports are 
collected, processed and made available pursuant 
to §240.11Aa3-1 (Rule 11Aa3-1 under the Act). 


(4) The term “NASDAQ security” shall mean an 
equity security for which quotation information is 
disseminated in the NASDAQ electronic inter- 
dealer quotation system (“NASDAQ”). 


(5) The term “registered security” shall mean any 
security which is (i) registered pursuant to section 
12(b) or 12(g) of the Act, (ii) issued by an insur- 
ance company meeting the conditions of section 
12(g)(2)(G) of the Act, or (iii) registered under the 
Securities Act of 1933 and is issued by a closed- 
end management investment company registered 
under section 8 of the Investment Company Act of 
1940. 


(6) The term “market center,” when used with re- 
spect to a particular equity security, shall mean 


(i) any exchange on which such security 
is listed or admitted to unlisted trading 
privileges and for which such exchange 
communicates quotations on a regular 
and continuous basis pursuant to 
§240.11Ac1-1 (Rule 11Ac1-1 under the 
Act), and 


(ii) any over-the-counter market maker 
who acts in that capacity with respect to 
such security. 


(7) The term “prospective market center,” when 
used with respect to a particular equity security, 
shall mean 


(i) an exchange which represents that it 
will (A) apply for unlisted trading 


privileges for such security if that secu- 
rity is designated as a national market 
system security, and (B) if such unlisted 
trading privileges are granted, assign a 
maker registered on that exchange as 
such who will communicate quotations 
for that security on a regular and con- 
tinuous basis for a period of at least six 
months following such grant, or 


(ii) any over-the-counter market maker 
which represents that, if that security is 
designated as a national market system 
security, it will act in the capacity of an 
over-the-counter market maker with re- 
spect to that security on a regular and 
continuous basis for a period of at least 
six months following such designation. 


(8) The term ‘over-the-counter market maker,” 
when used with respect to a particular equity secu- 
rity, shall mean any broker or dealer (other than a 
person making markets exclusively in odd-lots) 
which holds itself out as being willing to buy and 
sell that security for its own account on a regular 
and continuous basis othewise than on an ex- 
change in amounts of less than block size and 
which 


(i) communicates quotations for that se- 
curity to the National Association of Se- 
curities Dealers, Inc. (‘NASD’) on a 
regular and continuous basis pursuant 
to §240.11Ac1-1 (Rule 11Ac1-1 under 
the Act), or 


(ii) is authorized to disseminate its quo- 
tations for that security in NASDAQ and 
makes such quotations available 
through that system on a regular and 
continuous basis. 


(9) The term “price per share” for any particular 
business day shall mean 


(i) in the case of a listed equity security 
which is a reported security on that day, 
the price contained in the final transac- 
tion report for that security made avail- 
able on that day pursuant to an effective 
transaction reporting plan; 


(ii) in the case of a listed equity security 
which is not a reported security on that 
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day, the price of the closing transaction 
for that day on the principal exchange 
market for that security, or in the event 
there are no transactions on that day for 
the security on the principal exchange 
market, the closing bid price on such 
exchange; Provided, however, That if 
that security is a NASDAQ security on 
that day and if during the twelve calen- 
dar months preceeding the month of the 
business day involved, the aggregate 
share volume for that security reported 
to the NASD pursuant to Schedule D of 
its by-laws as having been executed 
otherwise than on an exchange exceeds 
the aggregate share volume in all ex- 
change markets, as measured by the 
number of round lots executed in all 
such markets, the “price per share” for 
that business day shall be the highest 
bid price displayed on Level 2 of NAS- 
DAQ at 4:00 p.m. Eastern time; or 


(iii) in the case of a security which, on 
that day, is not a listed equity security 
but is a NASDAQ security, the highest 
bid price displayed on Level 2 of NAS- 
DAQ at 4:00 p.m. Eastern time. 


(10) The term “designation plan” shall mean any 
plan for establishing (i) procedures for designating 
equity securities as national market system secu- 
rities in accordance with the standards set forth in 
paragraph (c) of this section, (ii) maintenance 
standards for equity securities so designated, and 
(iii) procedures for revoking or suspending the 
designation of an equity security as a national 
market system security upon failure to meet estab- 
lished maintenance standards or upon other spec- 
ified criteria. 


(11) The term “effective designation plan’ shall 
mean any designation plan approved by the Com- 
mission pursuant to this section. 


(12) The term “designating body” shall mean any 
person authorized to implement or administer any 
designation plan on behalf of persons acting jointly 
in accordance with paragraphs (d) and (e) of this 
section. 


(13) The terms “transaction report” and “effective 
transaction reporting plan” shall have the meaning 
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provided in §240.11A3-1 (Rule 11Aa3-1 under the 
Act). 


(14) The terms “quotation” and “quotation infor- 
mation” shall have the meaning provided in 
§240.11Ac1-2 (Rule 11Ac1-2 under the Act). 


(b) Terms of Designation. 


(1) Any registered equity security (other than an 
exempted security, a debenture or a put option or 
call option issued by the Options Clearing Corpo- 
ration) which meets each standard set forth in 
subparagraph (c)(1) of this section (“Tier 1 Secu- 
rity”) shall be designated as a national market 
system security without application. 


(2) Any registered equity security not described in 
subparagraph (b)(1) above (other than an exemp- 
ted security, a debenture or a put option or call 
option issued by the Options Clearing Corporation) 
which substantially meets the standards set forth 
in subparagraph (c)(2) of this section (‘Tier 2 Se- 
curity”) shall be eligible for designation as a na- 
tional market system security upon application of 
the issuer or two or more market centers which are 
active or prospective market centers with respect 
to such security. 


(3) Determinations that particular securities are 
Tier 1 or Tier 2 Securities, and designation of such 
securities as national market system securities 
following such determination, shall be made in ac- 
cordance with the terms of an effective designation 
plan filed with, and approved by, the Commission 
pursuant to paragraphs (d) and (e) of this section. 
Any security which has been designated as a na- 
tional market system security pursuant to this sec- 
tion shall be qualified for trading in the national 
market system or any facility or subsystem thereof; 
Provided, however, That any such security shall 
cease to be so qualified if its designation has been 
revoked, or during any period its designation has 
been suspended, in accordance with the terms of 
an effective designation plan. 


(c) Standards for Designation. The following 
standards shall be used in determining Tier 1 and 
Tier 2 Securities: 


(1) Tier 1 Standards. 





(i) standards relating to assets and 
earning power of the issuer of the secu- 
rity. All values (except where otherwise 
indicated) are to be taken from the is- 
suer’s most recent annual report or 
Form 10-K (§249.310 of this chapter) 
filed with the Commission pursuant to 
section 13 or 15(d) of the Act. 


(A) Total assets of at least 
($2,000,000, $1,750,000, $1,000,000); 


(B) Net tangible assets of at least 
[$2,000,000, $1,500,000, $1,000,000); 


(C) Capital and surplus of at least 
[$500,000, $250,000, $200,000); and 


(D) Earnings after taxes of at least 
[$250,000, $200,000 $100,000] for the 
most recent fiscal year and [$500,000, 
$250,000, $100,000] for each of the two 
preceding fiscal years. 


(ii) standards relating to distribution of 
the security. All values are to be com- 
puted as of a date established in ac- 
cordance with the terms of an effective 
designation plan filed with, and ap- 
proved by, the Commission pursuant to 
paragraphs (d) and (e) of this section. 
Determination of beneficial ownership 
shall be made in accordance with §240. 
13d-3 (Rule 13d-3 under the Act). 


(A) At least [2,000, 500] holders of 
record of 100 shares or more; and 


(B) At least [1,000,000, 400,000] 
shares held by persons other than offi- 
cers, directors, or persons owning of 
record or beneficially 10 per cent or 
more of the outstanding shares of the 
security (‘publicly held shares’). 


(iii) standards relating to market activity. 
All values are to be computed as of a 
date established in accordance with the 
terms of the effective designation plan 
filed with, and approved by, the Com- 
mission pursuant to paragraphs (d) and 
(e) of this section. 


(A) Market value of publicly held 
shares of at least [$18,000,000, 
$13,000,000) 


(B) Price per share of at least [$10, $5] 
and 


(C) Average share volume of trading 
per month for at least six consecutive 
months of [600,000, 350,000, 175,000). 


(iv) standard relating to multiple market 
interest. At least three market centers 
for that security or class of securities on 
at least 90 percent of the business days 
during the six months prior to designa- 
tion. 


(2) Tier 2 Standards. 


(i) standards relating to assets and 
earning power of the issuer of the secu- 
rity. All values (except where otherwise 
indicated) are to be taken from the is- 
suer’s most recent annual report or 
Form 10-K (§249.310 of this chapter) 
filed with the Commission pursuant to 
section 13 or 15(d) of the Act. 


(A) Total assets of at least 
[$2,000,000, $1,750,000, $1,000,000); 


(B) Net tangible assets of at least 
[$2,000,000, $1,500,000, $1,000,000, ]; 


(C) Capital and surplus of at least 
[$500,000, $250,000, $200,000]; and 


(D) Earnings after taxes of at least 
[$250,000, $200,000, $100,000] for the 
most recent fiscal year and ($500,000, 
$250,000, $100,000] for each of the two 
preceding fiscal years. 


(ii) standards relating to distribution of 
the security. All values are to be com- 
puted as of a date established in ac- 
cordance with the terms of an effective 
designation plan filed with, and ap- 
proved by, the Commission pursuant to 
paragraphs (d) and (e) of this section 
and in accordance with 17 CFR Part 
210. Determination of beneficial owner- 
ship shall be made in accordance with 
§240.13d-3 (Rule 13d-3 under the Act). 
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(A) At least [500, 450, 400] holders of 
record of 100 shares or more; and 


(B) At least [400,000, 300,000, 
200,000] publicly held shares. 


(iii) standards relating to market activity. 
All values are to be computed as of a 
date established in accordance with the 
terms of an effective designation plan 
filed with, and approved by, the Com- 
mission pursuant to paragraphs (d) and 
(e) of this section. 


(A) Market value of publicly held 
shares of at least [$3,000,000, 
$1,000,000 $500,000); 


(B) Price per share of at least [$5, $3] 
and 


(C) Average share volume of trading 
per month for at least six consecutive 
months of [100,000, 50,000, 15,000]. 


(iv) standard relating to multiple market 
interest. At least two market centers for 
that security or class of securities, on at 
least 90 percent of the business days 
during the six month prior to designa- 
tion. 


(d) Filing of designation plan. 


(1) On or before December 31, 1979, every ex- 
change which collects, processes and makes 
available transaction reports with respect to trans- 
actions effected through its facilities in accordance 
with §240.11Aa3-1 (Rule 11Aa3-1 under the Act), 
and every national securities association (“‘associ- 
ation’) which has one or more members who 
transmit to it transaction reports in accordance 
with §240.11Aa3-1 (Rule 11Aa3-1 under the Act) 


shall act jointly in filing with the Commission a _ 


designation plan. 


(2) Any desigantion plan filed pursuant to this sec- 
tion shall include copies of all governing or con- 
stituent documents relating to any designation 
body which may be established to implement or 
administer the plan and shall specify, at a 
minimum: 
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(i) Procedures for determining whether 
particular securities are Tier 1 or Tier 2 
Securities and for designating such se- 
curities as national market system secu- 
rities following such determinations; 


(ii) Criteria for determining whether se- 
curities substantially meet the standards 
set forth in subparagraph (c)(2) of this 
section and for evaluating whether par- 
ticular Tier 2 Securities should be des- 
ignated as national market system secu- 
rities. Evaluation of Tier 2 Securities 
may include, in additon to the standards 
set forth in paragraph (c)(2) of this sec- 
tion, any comments of the issuer and 
the possible effects designation may 
have on the quality of markets for such 
security: 


(iii) Appropriate maintenance standards 
for securities designated pursuant to 
this section; 


(iv) Procedures for resolving or sus- 
pending the designation of a security in 
accordance with the maintenance 
standards established in the designation 
plan; 


(v) Maximum time limits for designation 
of Tier 1 Securities and for action with 
respect to applications for designation 
of Tier 2 Securities filed by issuers, 
market centers or prospective market 
centers; and 


(vi) Procedures and mechanisms for 
providing, from time to time, to brokers, 
dealers, self-regulatory organizations, 
investors and the Commission a list of 
those securities designated as national 
market system securities pursuant to 
this section and for updating that list as 
necessary. 


(3) Any designation plan filed with the Commission 
pursuant to this section shall provide that it shall 
not become operational with respect to either Tier 
1 Securities or Tier 2 Securities prior to the adop- 
tion by the Commission of admendments to 
§240.11Aa3-1 (Rule 11Aa3-1 under the Act) to re- 
quire that transaction reports with respect to 





transactions in such securities be made available 
pursuant to that section. 


(4) The persons who have filed a designation plan 
which has been approved by the Commission pur- 
suant to this section may jointly propose an 
amendment to such plan by filing the form of such 
proposed amendment with the Commission, to- 
gether with a statement of the purpose of, and the 
basis under the Act for, such amendment. 


(e) Effectiveness of designation plan 


(1) The Commission shall publish notice of the fil- 
ing of any designation plan, or any proposed 
amendment to any effective designation plan 
(“proposed amendment’), together with the terms 
of substance in the filing or a description of the 
subjects and issues involved, and shall provide 
interested persons an opportunity to submit written 
comments. 


(2) No designation plan filed pursuant to this sec- 
tion, or amendment to an effective designation 
plan, shall become effective unless the Commis- 
sion, having due regard for the public interest, the 
protection of investors, the maintenance of fair and 
orderly markets, and the need to remove impedi- 
ments to, and perfect the mechanisms of, national 
market system shall, after appropriate notice and 
opportunity for comment, by order, approve such 
conditions as the Commission may deem neces- 
sary or appropriate. 


(3) Notwithstanding the provisions of paragraph 
(e)(2) of this section, a proposed amendment may 
be put into effect upon publication of notice of such 
amendment, on a temporary basis not to exceed 
120 days, if the Commission finds that (i) such ac- 
tion is necessary or appropriate in the public inter- 
est, for the protection of investors or the mainte- 
nance of fair and orderly markets, to facilitate the 
establishment of a national market system or 
otherwise in furtherance of the purposes of the 
Act, or (ii) the proposed amendment involves only 
technical or ministerial matters. 


(f) Appeals. The Commission may entertain ap- 
peals in connection with the operation of any ef- 
fective designation plan as follows: 


(1) Any action taken or failure to act by any person 
in connection with an effective designation plan 


regarding either the designation of a security, or 
the revocation or suspension of any such designa- 
tion, shall be subject to review by the Commission, 
on its own motion or upon application by any per- 
son aggrieved thereby (including but not limited to 
exchanges, associations, brokers, dealers, and is- 
suers), filed within 30 days after such action or 
failure to act or within such longer period as the 
Commission may determine. 


(2) Application to the Commission for review, or 
the institution to the Commission on its own mo- 
tion, shall not operate as a stay of any such action 
unless the Commission determines otherwise, 
after notice and opportunity for hearing on the 
question of a stay (which hearing may consist only 
of affidavits or oral arguments). 


(3) In any proceedings for review, if the Commis- 
sion after appropriate notice and opportunity for 
hearing (which hearing may consist solely of con- 
sideration of the record of any proceedings con- 
ducted in connection with such action or failure to 
act and an opportunity for the presentation of rea- 
sons supporting or opposing such action or failure 
to act), upon consideration of such other evidence 
as it deems relevant, determines that the action or 
failure to act is in accord with the applicable provi- 
sions of such plan and that the applicable provi- 
sions are, and were, applied in a manner consist- 
ent with the public interest, the protection of in- 
vestors, the maintenance of fair and orderly mar- 
kets and the removal of impediments to, and per- 
fection of the mechanisms of, a national market 
system, the Commission shall, by order, dismiss 
the proceeding. If the Commission does not make 
any such finding, or if it finds that such action or 
failure to act imposes any burden on competition 
not necessary or appropriate in furtherance of the 
public interest, the protection of investors, the 
maintenance of fair and orderly markets or the re- 
moval of impediments to, and perfection of the 
mechanisms of, a national market system, the 
Commission shall, by order, set aside such action 
and/or require such action with respect to the 
matter reviewed as the Commission deems appro- 
priate in accordance with the public interest and 
the protection of investors, the maintenance of fair 
and orderly markets, and the removal of impedi- 
ments to, and perfection of the mechanisms of, a 
national market system. 


(g) Exemptions. The Commission may exempt 


_ from the provisions of this section, either uncondi- 
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tionally or on specified terms and conditions, any 
exchange, association, or security if the Commis- 
sion determines that such exemption is consistent 
with the public interest, the protection of investors, 
the maintenance of fair and orderly markets and 
the removal of impediments to, and perfection of 
the mechanism of, a national market system. 


(Secs. 2, 3, 6, 10, 11, 11A, 15, 17, 23, 48 Stat. 
881, 882, 885, 891, 895, 897, 901, as amended by 
Secs. 2, 3, 4, 6, 11, 14, 18, Pub. L. 94-29, 89 Stat. 
97, 104,110, 121, 137, 155 (15 U.S.C. 78b, 78c, 
78k, 780, 78q, 78w, as amended by Pub. L. 94-29 
(June 4, 1975)); Sec. 10, Pub. L. 78-291, 48 Stat, 
89 (15 U.S.C. 78j); Sec. 7, Pub. L. 94-29, 89 Stat. 
ill (15 U.S.C. 78k-1)). 


Interested persons are invited to submit written 
presentations of views, data and arguments con- 
cerning Proposed Rule 11Aa2-1 under the Ex- 
change Act, the proposed amendments to Rule 
Rule 17a-15 under the Exchange Act (or Proposed 
Rule 11Aa3-1, if adopted) and the issues dis- 
cussed above, including any impact on competi- 
tion which would result from the adoption of the 
proposed regulatory initiatives. Persons wishing to 
make such submissions should file ten copies 
thereof with George A. Fitzsimmons, Secretary, 
Securities and Exchange Commission, Room 892, 
500 North Capitol Street, Washington, D.C. 20549, 
not later than August 15, 1979. All submissions 
should refer to File No. S7-787 and will be avail- 
able for public inspection at the Commission's 
Public Reference Room, Room 6101, 1100 L 
Street, N.W., Washington, D.C. 


By the Commission. 


George A. Fitzsimmons 
Secretary 


June 15, 1979 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 15927/June 15, 1979 


NOTICE OF EFFECTIVENESS OF A PROPOSED 
RULE CHANGE BY THE STOCK CLEARING 
CORPORATION OF PHILADELPHIA (File No. 
SCCP-79-9) 
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The Stock Clearing Corporation of Philadelphia 
(SCCP) submitted on June 4, 1979 a proposed 
rule change establishing a fee of $5 per item for all 
deposits submitted to the PHILADEP depository 
not in good form. SCCP also amended its fee 
schedule to include a $75 maximum value charge 
for each purchase or sale transaction. 


The foregoing rule change has become effective 
pursuant to Section 19(b)(3)(A) of the Securities 
Exchange Act of 1934 and Rule 19b-4 thereunder. 
At any time within sixty days of the filing of such 
proposed rule change, the Commission may sum- 
marily abrogate the rule change if it appears to the 
Commission that such action is necessary or ap- 
propriate in the public interest, for the protection of 
investors, or otherwise in furtherance of the pur- 
poses of the Securities Exchange Act of 1934. 


Publication of the submission is expected to be 
made in the Federal Register during the week of 
June 18, 1979. Interested persons are invited to 
submit written data, views and arguments con- 
cerning the submission within twenty-one days 
from the date of publication in the Federal Regis- 
ter. Persons desiring to make written submissions 
should file six copies thereof with the Secretary of 
the Commission, Securities and Exchange Com- 
mission, 500 North Capital Street, Washington, 
D.C. 20549. Reference should be made to File No. 
SR- SCCP-79-9. 


Copies of the submission, with accompanying 
exhibits, and of all written comments will be avail- 
able for public inspection at the Securities and Ex- 
change Commission’s Public Reference Room, 
1100 L Street, N.W., Washington, D.C. Copies of 
the filing will also be available at the principal of- 
fice of the above-mentioned self-regulatory or- 
ganization. 


For the Commission by the Division of Market 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 








SECURITIES EXCHANGE ACT OF 1934 
Release No. 15928/June 15, 1979 


NOTICE OF EFFECTIVENESS OF A PROPOSED 
RULE CHANGE BY OPTIONS CLEARING COR- 
PORATION. (File No. SR-OCC-79-3) 


The Options Clearing Corporation submitted on 
June 8, 1979, a proposed rule change providing 
for the compensation of the members of the Board 
of Directors at such rates as the Board of Directors 
may from time to time determine. 


The foregoing rule change has become effective 
pursuant to Section 19(b)(3)(A) of the Securities 
Exchange Act of 1934 and Rule 19B-4 thereunder. 
At any time within sixty days of the filing of such 
proposed rule change, the Commission may sum- 
marily abrogate the rule change if it appears to the 
Commission that such action is necessary or ap- 
propriate in the public interest, for the protection of 
investors, or otherwise in furtherance of the pur- 
poses of the Securities Exchange Act of 1934. 


Publication of the submission is expected to be 
made in the Federal Register during the week of 
June 25, 1979. Interested persons are invited to 
submit written data, views and arguments con- 
cerning the submission within twenty-one days 
from the date of publication in the Federal Regis- 
ter. Persons desiring to make written submissions 
should file six copies thereof with the Secretary of 
the Commission, Securities and Exchange Com- 
mission, 500 North Capito! Street, Washington, 
D.C. 20549. Reference should be made to File No. 
SR-OCC-79-3. 


Copies of the submission, with accompanying 
exhibits, and of all written comments will be avail- 
able for public inspection at the Securities and Ex- 
change Commission’s Public Reference Room, 
1100 L Street, N.W., Washington, D.C. Copies of 
the filing will also be available at the principal of- 
fice of the abovementioned self-regulatory organi- 
zation. 


For the Commission by the Division of Market 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 15929/June 15, 1979 


NOTICE OF FILING OF PROPOSED RULE 
CHANGE BY THE NEW ENGLAND SECURITIES 
DEPOSITORY TRUST COMPANY File No. SR- 
NESDTC-79-2. 


The New England Securities Depository Trust 
Company (“NESDTC’’) submitted on May 18, 
1979, a proposed rule change under Rule 19b-4 
setting forth procedures and fees for a Collateral 
Loan Program whereby participants can col- 
lateralize loans by means of pledging securities in 
NESDTC. 


Publication of the submission is expected to be 
made in the Federal Register during the week of 
June 18, 1979. In order to assist the Commission 
to determine whether to approve the proposed rule 
change or institute proceedings to determine 
whether the proposed rule change should be dis- 
approved, interested persons are invited to submit 
written data, views and arguments concerning the 
submission within 21 days from the date of publi- 
cation in the Federal Register. Persons desiring to 
make written comments should file six copies 
thereof with the Secretary of the Commission, Se- 
curities and Exchange Commission, 500 North 
Capitol Street, Washington, DC 20549. Reference 
should be made to File No. SR-NESDTC-79-2. 


Copies of the submission, all subsequent amend- 
ments, all written statements with respect to the 
proposed rule change which are filed with the 
Commission, and of all written communications 
relating to the proposed rule change between the 
Commission and any person, other than those 
which may be withheld from the public in accord- 
ance with the provisions of 5 U.S.C. §552, will be 
available for inspection and copying at the Com- 
mission’s Public Reference Room, 1100 L Street, 
N.W., Washington, D.C. 


Copies of the filing and of any subsequent 
amendments will also be available at the principal 
office of the above-mentioned self-regulatory or- 
ganization. 
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For the Commission, by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 15930/June 18, 1979 


NOTICE OF FILING AND EFFECTIVENESS OF 
PROPOSED RULE CHANGE BY NEW YORK 
STOCK EXCHANGE, INC. 


File No. SR-NYSE-79-24 


The New York Stock Exchange, Inc. (“NYSE”’) 
submitted, on June 1, 1979, a proposed rule 
change under Rule 19b-4 which modifies NYSE 
Rule 440J to eliminate the reporting of odd-lot 
trading volume on Form 600-A by specialist odd- 
lot dealers. This data, which is used to calculate 
the odd-lot transaction fee stipulated in Article X, 
Section 2 of the NYSE Constitution, would instead 
be gathered from automated reports currently 
available to the NYSE. 


The foregoing rule change has become effective, 
pursuant to Section 19(b)(3)(A) of the Securities 
Exchange Act of 1934 (the “Act’). At any time 
within sixty days of the filing of such proposed rule 
change, the Commission may summarily abrogate 
such rule change if it appears to the Commission 
that such action is necessary or appropriate in the 
public interest, for the protection of investors, or 
otherwise in furtherance of the purposes of the 
Securities Exchange Act of 1934. 


Publication of the submission is expected to be 
made in the Federal Register during the week of 
June 18, 1979. Interested persons are invited to 
submit written data, views and arguments con- 
cerning the submission within 21 days from the 
date of publication in the Federal Register. Per- 
sons desiring to make written comments should 
file six copies thereof with the Secretary of the 
Commission, Securities and Exchange Commis- 
sion, 500 North Capitol Street, Washington, D.C. 
20549. Reference should be made to File No. 
SR-NYSE-79-24. 
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Copies of the submission, all subsequent amend- 
ments, all written statements with respect to the 
proposed rule change which are filed with the 
Commission, and of all written communications 
relating to the proposed rule change between the 
Commission and any person, other than those 
which may be withheld from the public in accord- 
ance with the provisions of 5 U.S.C. 2552, will be 
available for inspection and copying at the Com- 
mission’s Public Reference Room, 1100 L Street, 
N.W., Washington, D.C. 


For the Commission, by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 15931/June 18, 1979 


NOTICE OF FILING AND EFFECTIVENESS OF 
PROPOSED RULE CHANGE BY CHICAGO 
BOARD OPTIONS EXCHANGE, INCORPO- 
RATED 


File No. SR-CBOE-79-6 


The Chicago Board Options Exchange, Incorpo- 
rated submitted on May 30, 1979, a proposed rule 
change under Rule 19b-4 to revise its trade match 
fees and membership application fees. 


The foregoing rule change has become effective, 
pursuant to Section 19(b)(3)(A) of the Securities 
Exchange Act of 1934. At any time within sixty 
days of the filing of such proposed rule change, 
the Commission may summarily abrogate such 
rule change if it appears to the Commission that 
such action is necessary or appropriate in the pub- 
lic interest, for the protection of investors, or 
otherwise in furtherance of the purposes of the 
Securities Exchange Act of 1934. 


Publication of the submission is expected to be 
made in the Federal Register during the week of 
June 18, 1979. In order to assist the Commission 
to determine whether to approve the proposed rule 
change or institute proceedings to determine 





whether the proposed rule change should be dis- 
approved, interested persons are invited to submit 
written data, views and arguments concerning the 
submission within 21 days from the date of publi- 
cation in the Federal Register. Persons desiring to 
make written comments should file six copies 
thereof with the Secretary of the Commission, Se- 
curities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549. Refer- 
ence should be made to File No. SR-CBOE-79-6. 


Copies of the submission, all subsequent amend- 
ments, all written statements with respect to the 
proposed rule change which are filed with the 
Commission, and of all written communications 
relating to the proposed rule change between the 
Commission and any person, other than those 
which may be withheld from the public in accord- 
ance with the provisions of 5 U.S.C. §552, will be 
available for inspection and copying at the Com- 
mission’s Public Reference Room, 1100 L Street, 
N.W., Washington, D.C. 


For the Commission, by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 15932/June 19, 1979 


The Securities and Exchange Commission an- 
nounced, pursuant to Section 12(k) of the Securi- 
ties Exchange Act of 1934 (“Exchange Act’), the 
single ten day suspension of exchange and 
over-the-counter trading for the period commenc- 
ing at 11:25 a.m. (EST) on June 19, 1979 and ter- 
minating at midnight (EST) on June 28, 1979 of 
the securities of Schick, Inc., a Delaware corpora- 
tion with principal executive offices located at 33 
Riverside Avenue, Westport, Connecticut 06880. 


The Commission initiated the suspension of trad- 
ing in the securities of Schick Inc. because of the 
lack of current adequate and accurate information 
about its operations and financial condition in that 
Schick, Inc. has failed to file its Annual Report on 
Form 10-K for its fiscal year ended February 28, 
1979. 


The Commission cautions brokers, dealers, 
shareholders and prospective purchasers that they 
should carefully consider the foregoing information 
along with all other currently available information 
and any information subsequently issued by the 
company. 


Furthermore, brokers and dealers should be aware 
of the fact that, pursuant to Rule 15c2-11 under 
the Exchange Act, at the termination of the trading 
suspension, no quotation may be entered unless 
and until they have strictly complied with all the 
provisions of such rule. If any broker or dealer has 
any questions as to whether or not he has com- 
plied with such rule, he should not enter any quo- 
tation but immediately contact the staff of the Divi- 
sion of Enforcement in Washington, D.C. If any 
broker or dealer is uncertain as to what is required 
by Rule 15c2-11, he should refrain from entering 
quotations relating to the securities in question 
until such time as he has familiarized himself with 
such rule and is certain that all of its provisions 
have been met. If any broker or dealer enters any 
quotation which is in violation of such rule, the 
Commission will consider the need for prompt en- 
forcement action. 


SECURITIES EXCHANGE ACT OF 1934 
Release No. 15933/June 19, 1979 


Administrative Proceeding File No. 3-5768 
In The Matter Of 


JAMES H. TOBIN 


Order Instituting Proceedings and 
Imposing Remedial Sanctions 


In connection with a proposed Administrative Pro- 
ceeding, James H. Tobin (‘Tobin’) formerly a 
registered representative with a registered 
broker-dealer, from February, 1976 to September, 
1978 has submitted an Offer of Settlement which 
the Commission has determined to accept. Solely 
for the purpose of these proceedings, and any 
other proceedings pursuant to specified sections 
of the Securities Exchange Act of 1934 (‘‘Ex- 
change Act’), Securities Act of 1933 (‘Securities 
Act’), Investment Advisers Act of 1940, Invest- 
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ment Company Act of 1940, and Securities Inves- 
tor Protection Act of 1970, and without admitting or 
denying the findings herein, respondent consents 
to the findings and sanctions set forth below. 


Accordingly, IT 1S ORDERED that proceedings 
pursuant to Sections 15(b), and 19(h) of the Ex- 
change Act, be and are hereby instituted. 


On the basis of the Order for Proceedings, and the 
Offer of Settlement, it is found that from on or 
about August, 1976 through February, 1979, Tobin 
willfully violated Sections 5(a), 5(c) and 17(a) of 
the Securities Act, and Sections 10(b) and 15(a) of 
the Exchange Act and Rule 10b-5 thereunder, in 
connection with the offer and sale of the securities 
of City Investing of the Southeast, Inc. and City 
Properties of the Southeast, Inc." 


IV 
In view of the foregoing, it is in the public interest 
to impose the sanctions specified in the Offer of 
Settlement. 
Accordingly, IT |S ORDERED that: 
(1) James H. Tobin be and hereby is barred from 
association in any capacity with any broker or 
dealer, investment adviser, or investment com- 
pany. 


By the Commission. 


George A. Fitzsimmons 
Secretary 








1On March 16, 1979, the Honorable Howell W. 
Melton, U.S. District Judge for the Middle District 
of Florida, entered a Final Judgment of Permanent 
Injunction against Tobin from further violations of 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 15934/June 19, 1979 


INVESTMENT ADVISERS ACT OF 1940 
Release No. 681/June 19, 1979 


Administrative Proceeding File No. 3-5637 
In the Matter of 


M.. LOWELL HARMAN 


FINDINGS AND ORDER IMPOSING REMEDIAL 
SANCTIONS 


In this administrative proceeding ordered pursuant 
to the Securities Exchange Act of 1934 (Exchange 
Act) and the Investment Advisers Act of 1940,' 
Respondent M. Lowell Harman (Harman), a reg- 
istered representative of E. F. Hutton & Company, 
Inc.'s Park Avenue, New York, New York retail 
sales office, has submitted an Offer of Settlement 
which the Commission has determined to accept. 
Solely for the purpose of settling these proceed- 
ings and without admitting or denying the allega- 
tions contained in the Order for Proceedings, 
Harman has consented to the findings and sanc- 
tion set forth below. 


On the basis of the Order for Proceedings and the 
Offer of Settlement submitted by Harman, the 
Commission finds that Harman willfully violated 
and willfully aided and abetted violations of Section 
17(a) of the Securities Act of 1933 and Section 
10(b) of the Exchange Act and Rule 10b-5 there- 
under, in connection with listed option transactions 





Sections 5(a), 5(c) and 17(a) of the Securities Act 
of 1933 and Section 10(b) of the Securities Ex- 
change Act of 1934 and Rule 10b-5 thereunder. 
Said Order was entered with the consent of Tobin 
without admitting or denying the allegations of the 
Commission’s Complaint which was filed on March 
15, 1979. See Litigation Release No. 8705 (March 
28, 1979). 


1 In the Matter of E. F. Hutton & Company, Inc., et 
al., Admin. Proc. File No. 3-5637, instituted on 
January 30, 1979. 





in certain customer accounts as alleged in the 
Order for Proceedings.? 


In view of the foregoing, it is in the public interest 
to impose the sanction specified in the Offer of 
Settlement. 


Accordingly, IT IS ORDERED that, effective on the 
second Monday following the date of this Order, 
Harman is barred from being associated with any 
broker, dealer, investment company, or investment 
adviser, provided that, after a period of two years 
from the effective date of this Order, Harman may 
apply to the Commission to become associated 
with a broker, dealer, investment company, or in- 
vestment adviser in a non-supervisory and non- 
proprietary capacity, upon a showing of adequate 
supervision. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 15935/June 19, 1979 


An order has been issued granting the application 
of the American Stock Exchange, Inc. to strike the 
common stock ($5 par value) of SPR FUND, INC. 
(Formerly: Spartek, Inc.) from listing and registra- 
tion thereon. 


SECURITIES EXCHANGE ACT OF 1934 
Release No. 15936/June 19, 1979 


In the Matter of 


MUNICIPAL SECURITIES RULEMAKING 
BOARD 

Suite 507 

1150 Connecticut Avenue, N.W. 

Washington, D.C. 20036 





2 The findings herein are not binding upon any 
other respondent named in these proceedings. 


(SR-MSRB-78-5) 


ORDER APPROVING AMENDED PROPOSED 
RULE CHANGE 


On February 17, 1978, the Municipal Securities 
Rulemaking Board filed with the Commission pur- 
suant to Section 19(b)(1) of the Securities Ex- 
change Act of 1934, 15 U.S.C. 78(s)(b)(1) (the 
“Act’’) and Rule 19b-4 thereunder, copies of a 
proposed rule change, MSRB rule G-34, relating to 
municipal securities advertising.' The amended 
proposed rule change (i) would prohibit a munici- 
pal securities professional from publishing or 
causing to be published an advertisement con- 
cerning municipal securities that such professional 
knows or has reason to know is false or misleading 
and (ii) would require that all advertisements con- 
cerning municipal securities be approved in writing 
by appropriate supervisory personnel and that a 
separate record be maintained of such advertise- 
ments. 


Notice of the proposed rule change together with 
its terms of substance was given by publication of 





1 Letters of comment on the proposed rule from 
Blythe Eastman Dillon and Co., The Northern 
Trust Co., and the National Association of Securi- 
ties Dealers, Inc. (the “NASD’”) raised concerns 
with respect to the types of sales material which 
are within its requirements, and suggested clarifi- 
cation or interpretation of certain terms in the pro- 
posed rule. The General Counsel of the MSRB has 
indicated to the Commission staff that the MSRB 
intends to include a definitional provision in a rule 
change consolidating its series of advertising 
rules. Nevertheless, in order to clarify its intention 
with respect to the coverage of proposed rule 
G-34 pending the filing of a definitional provisions, 
the MSRB indicated by letter to the Commission 
staff that the MSRB intends the phrase “ ‘adver- 
tisement or similar communication concerning 
municipal securities’ in the proposed rule to cover 
... Materials used in newspapers, magazines, or 
other public media such as radio or telephone rec- 
ordings . . . [and] to apply to sales literature which 
is usually disseminated to a more select audience 
either through mail, at seminars, or by other 
means. For example, the rule would apply to any 
notice, circular, form letter, market letter or any 
other promotional literature designed for custom- 
ers.” 
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a Commission Release (Securities Exchange Act 
Release No. 14498 (Feb. 23, 1978)) and by publi- 
cation in the Federal Register (43 FR 8884 
(1978)). The proposed rule change, as originally 
filed, would have prohibited a municipal securities 
professional from publishing an advertisement 
which “to his knowledge” was false or misleading. 
In response to concerns raised by the NASD and 
the Commission staff with respect to this “actual 
knowledge” standard of care, the MSRB filed an 
amendment on November 2, 1978, which replaced 
that standard of care by prohibiting a municipal 
securities professional from publishing an adver- 
tisement concerning municipal securities which he 
“knows or has reason to know” is false or mis- 
leading. Notice of that amendment was given by 
publication of Securities Exchange Act Release 
No. 15315 (Nov. 7, 1978) and by publication in the 
Federal Register (43 FR 15081 (1978)). All written 
statements with respect to the amended proposed 
rule change which were filed with the Commission 
and all written communications relating to the 
amended proposed rule change between the 
Commission and any person were considered and 
were made available to the public at the Commis- 
sion’s Public Reference Room. 


The Commission finds that the amended proposed 
rule change is consistent with the requirements of 
the Act and the rules and regulations thereunder 
applicable to the MSRB, and, in particular, the re- 
quirements of Section 15B and the rules and reg- 
ulations thereunder. 


IT IS THEREFORE ORDERED, pursuant to Sec- 
tion 19(b)(2) of the Act, that the above-mentioned 
amended proposed rule change be, and it hereby 
is, approved. 


By the Commission, 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 15937/June 19, 1979 


NOTICE OF FILING OR PROPOSED RULE 
CHANGE BY THE MUNICIPAL SECURITIES 
RULEMAKING BOARD 
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File No. SR-MSRB-79-7 


The Municipal Securities Rulemaking Board (the 
“MSRB”) submitted on June 6, 1979, a proposed 
rule change under rule 19b-4 (17 CFR 240.19b-4) 
to amend MSRB rule G-3 to specify that any per- 
son who is required to serve an apprenticeship 
period under MSRB rule G-3 may engage in the 
limited activities of an apprentice without passing 
the examination required by that rule and to limit 
the maximum apprenticeship period to 180 days. 


Publication of the submission is expected to be 
made in the Federal Register during the week of 
June 25, 1979. In order to assist the Commission 
to determine whether to approve the proposed rule 
changes or to institute proceedings to determine 
whether the proposed rule changes should be dis- 
approved, interested persons are invited to submit 
written data, views, and arguments concerning the 
submission within 21 days from the date of publi- 
cation in the Federal Register. Persons desiring to 
make written comments should file six copies 
thereof with the Secretary of the Commission, 
Washington, D.C. 20549. Reference should be 
made to File No. SR-MSRB-79-7. 


Copies of the submission and all subsequent 
amendments and copies of all written statements 
with respect to the proposed rule changes which 
are filed with the Commission and all written com- 
munications relating to the proposed rule changes 
between the Commission and any person, other 
than those which may be withheld from the public 
in accordance with the provisions of 5 U.S.C. 
§552, will be available for inspection and copying 
at the Securities and Exchange Commission’s 
Public Reference Room, 1100 L Street, N.W. 
Washington, D.C. Copies of the filing and of any 
subsequent amendments will also be available at 
the principal office of the above-mentioned self- 
regulatory organization. 


For the Commission by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 








SECURITIES EXCHANGE ACT OF 1934 
Release No. 15938/June 19, 1979 


NOTICE OF FILING OF PROPOSED RULE 
CHANGE BY THE MUNICIPAL SECURITIES 
RULEMAKING BOARD 


File No. SR-MSRB-79-6 


The Municipal Securities Rulemaking Board 
(“MSRB”) submitted on June 6, 1979, a proposed 
rule change under Rule 19b-4 to modify the provi- 
sions of the MSRB’s customer confirmation rule, 
MSRB rule G-15, with respect to information to be 
provided to customers on confirmations of trans- 
actions involving callable securities. The proposed 
rule change would provide that the information cur- 
rently required by the rule for transactions effected 
on a yield basis be shown for transactions effected 
on the basis of dollar price. In particular, the pro- 
posed rule change would require, for transactions 
effected on the basis of dollar price, that the dollar 
price and the lowest of the resulting yield to pre- 
mium call, yield to par option, or yield to maturity 
be shown. The proposed rule change would also 
provide that a statement indicating availability of 
information on call provisions of securities be in- 
cluded on confirmations. 


Publication of the submission is expected to be 
made in the Federal Register during the week of 
June 25, 1979. In order to assist the Commission 
to determine whether to approve the proposed rule 
change or to institute proceedings to determine 
whether the proposed rule change should be dis- 
approved, interested persons are invited to submit 
written data, views and arguments concerning the 
submission within 21 days from the date of publi- 
cation in the Federal Register. Persons desiring to 
make written comments should file six copies 
thereof with the Secretary of the Commission, Se- 
curities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549. Refer- 
ence should be made to File No. SR-MSRB-79-6. 


Copies of the submission and all subsequent 
amendments and copies of all written statements 
with respect to the proposed rule change which 
are filed with the Commission, and all written 
communications relating to the proposed rule 
change between the Commission and any person, 
other than those which may be withheld from the 
public in accordance with the provisions of 5 


U.S.C. S552, will be available for inspection and 
copying at the Commission’s Public Reference 
Room, 1100 L Street, N.W., Washington, D.C. 
Copies of the filing and of any subsequent 
amendments will also be available at the principal 
office of the above-mentioned self-regulatory or- 
ganization. 


For the Commission, by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 15939/June 20, 1979 


NOTICE OF FILING OF PROPOSED RULE 
CHANGES BY THE MIDWEST STOCK Ex- 
CHANGE, INC. (File No. SR-MSE-79-3) 


The Midwest Stock Exchange, Inc. submitted on 
January 15, 1979, and May 24, 1979, proposed 
rule changes under Rule 19b-4 to conform its rules 
to sections of the Securities Acts Amendments of 
1975 relating to the comparison, clearance and 
settlement of exchange contracts. 


Publication of the submission is expected to be 
made in the Federal Register during the week of 
June 25, 1979. In order to assist the Commission 
to determine whether to approve the proposed rule 
changes or institute proceedings to determine 
whether the proposed rule changes should be dis- 
approved, interested persons are invited to submit 
written data, views and arguments concerning the 
submission within 21 days from the date of publi- 
cation in the Federal Register. Persons desiring to 
make written comments should file six copies 
thereof with the Secretary of the Commission, Se- 
curities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549. Refer- 
ence should be made to File No. SR-MSE-79-3. 


Copies of the submission, all subsequent amend- 
ments, all written statements with respect to the 
proposed rule changes which are filed with the 
Commission, and of all written communications 
relating to the proposed rule changes between the 
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Commission and any person, other than those 
which may be withheld from the public in accord- 
ance with the provisions of 5 U.S.C. §552, will be 
available for inspection and copying at the Com- 
mission’s Public Reference Room, 1100 L Street, 
N.W., Washington, D.C. Copies of the filing and of 
any subsequent amendments will also be available 
at the principal office of the above-mentioned self- 
regulatory organization. 


For the Commission, by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 34-15940/June 20, 1979 


In a letter dated March 15, 1979, to National Secu- 
rities Clearing Corporation (“NSCC”) (Securities 
Exchange Act Release No. 15640), the Commis- 
sion requested that NSCC submit written state- 
ments on its views and arguments concerning the 
two issues remanded for further study and expli- 
cation by the United States Court of Appeals for 
the District of Columbia Circuit in the Bradford 
case.' Those issues were NSCC’s use of the pric- 
ing policy known as geographic price mutualization 
and NSCC’s selection, without competitive bid- 
ding, of the Securities Industry Automation Corpo- 
ration as facilities manager of its consolidated 
system. 


On April 20, 1979, the Commission received a 
letter from NSCC containing a report on one of 
those issues, geographic price mutualization. That 
letter was published as Securities Exchange Act 
Release No. 15760 (April 24, 1979). On June 15, 
1979, the Commission received another letter from 
NSCC containing its report on the competitive bid- 
ding issue. As discussed in Securities Exchange 
Act Release No. 15640 (March 14, 1979), the 
Commission urges interested persons to examine 
and comment upon NSCC’s reports. 


Comments should be sent to George A. Fitzsim- 
mons, Secretary, Securities and Exchange Com- 
mission, Washington, D.C. 20549 and should refer 
to File No. 600-15. The comment period expires 
July 27, 1979.2The text of NSCC’s letter containing 
its report on the competitive bidding issue follows: 


Mr. George A. Fitzsimmons 
Secretary 

Securities and Exchange Commission 
500 North Capitol Street, N.W. 
Washington, D.C. 20549 


Re: File No. 600-15 
Dear Sir: 


National Securities Clearing Corporation 
(“NSCC”) submits this letter in response to the 
questions raised by the Commission in Securities 
Exchange Act Release No. 15640 and in the ac- 
companying letter to NSCC regarding NSCC’s - 
selection, without competitive bidding, of the Secu- 
rities Industry Automation Corporation (“SIAC”) as 
facilities manager for NSCC’s consolidated sys- 
tem. 


Introduction 


In. Bradford National Clearing Corporation et al. v. 
Securities and Exchange Commission et al., Nos. 
77-1199 and 77-1547 (D.C. Cir., Sept. 19, 1978), 
the Court of Appeals for the District of Columbia 
Circuit remanded the issue of selection of SIAC 
without competitive bidding to the Commission 
with instructions “to consider whether the SIAC 
contract has anticompetitive impacts, and, if so, 
whether they are justifiable in terms of the overall 
balance of benefits and anticompetitive effects that 
it has otherwise calculated in a salutary manner” 
(Op., p. 57). The Court did not make any determi- 
nation as to whether competitive bidding should or 
should not be employed by NSCC. Indeed, it 
stated that it did not find the Commission's deci- 
sion not to require competitive bidding to be inher- 
ently unsupportable (Op., p. 55). Rather, it asked 
the Commission only to examine the competitive 





' Bradford National Clearing Corporation et al. v. 
Securities and Exchange Commission et al., 590 
F.2d 1085 (D.C. Cir. 1978). 
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2 The comment period on these two issues was 
extended to July 27, 1979 by Securities Exchange 
Act Release No. 15882 (May 30, 1979). 





ramifications of competitive bidding and weigh 
them against the other goals of importance under 
Section 17A of the Securities Exchange Act. 


NSCC believes that the two-pronged analysis 
sought by the Court of Appeals yields the following 
conclusions. First, as discussed fully below, com- 
petitive bidding is not likely to promote competition 
in any meaningful way, because, among other 
things, of the necessarily infrequent occasions on 
which such means of making a smooth, safe tran- 
sition to a consolidated system for clearance of 
both listed and OTC transactions. SIAC was al- 
ready providing safe and efficient clearance proc- 
essing services on a cost basis for approximately 
85 percent of the total volume of cleared securities 
that would be handled in the future combined 
system. In the context of the initial transition to a 
combined system, pure price competition between 
facilities managers was necessarily of less con- 
cern than accomplishing the transition safely and 
with minimal disruption and expense to partici- 
pants, particularly given the enormous potential 
magnitude of such expense in the event of any 
breakdown occurring during the conversion proc- 
ess. SIAC, which was and is a cost-based service 
agency to the securities industry, met the 
paramount needs for safety and efficiency better 
than any other theoretical alternative. 


The fact that SIAC, like NSCC, has a user Board 
drawn from the same participant base as NSCC’s 
Board assured responsiveness to the needs of 
NSCC’s participants during this transition and af- 
terward. SIAC’s user-controlled non-profit status 
means that it can employ an innovation that in- 
creases its own costs while reducing by a greater 
amount the back office clearing costs of NSCC’s 
participants—since both NSCC and SIAC are 
non-profit organizations run for the benefit of their 
users, they each have an incentive to adopt any 
innovation that yields net participant savings. Con- 
versely, SIAC had no incentive, as would a pri- 
vately owned facilities manager whose ultimate re- 
sponsibility and loyalty is to its own stockholders, 
to sacrifice considerations of safety and efficiency 
in order to increase or preserve its own revenue 
base, a danger which would have been particularly 
great where a privately owned processor was 
employed on a fixed fee basis. 


Moreover, at the time it was selected, SIAC was 
experienced in operating SCC’s CNS system, 
which was superior to the NCC system run by 


Bradford National Corporation and which, unlike 
the NCC system, provided for same-day tur- 
naround. Since the SCC system would be retained 
as the basic means of processing in the consoli- 
dated NSCC system, SIAC’s experience with that 
system made its selection as facilities manager for 
the combined system particularly appropriate. 


B. No other potential qualified bidder then 
existed. 


The only entity other than SIAC to express a de- 
sire to bid for the NSCC facilities management 
contract was Bradford. Although Bradford’s per- 
formance as NCC facilities manager had not yet 
registered the drastic decline in quality that was 
later to occur,” it did not appear that Bradford had 
either the resources or the ability to run the com- 
bined system with suitable safety and efficiency. 
Under these circumstances, NSCC would have 
taken an unjustifiable and unnecessary risk in en- 
trusting its facilities management contract to the 
process or of 15 percent of its then current vol- 
ume, when the processor of 85 percent of its vol- 
ume stood ready and willing to take on this func- 
tion. 


Retention of SIAC Continues to be Appropriate at 
this Time. 


At the present time, SIAC continues to provide 
NSCC and its participants with a high level of 
service at significantly reduced costs. Under these 
circumstances, there is no reason to require 
NSCC at present to reopen its facilities manage- 
ment arrangements. On the contrary, a change in 
facilities manager at this time would impose un- 
necessary transition costs and risks on NSCC and 
its participants without regard to the changing op- 
erations needs of the system. Such a change at 
this time would also impede NSCC’s progress to- 
ward consolidating its system and expanding ac- 
cess to the national clearance and settlement 
system in fulfillment of the goals of the 1975 
Amendments. 


The current advantages of retaining SIAC are 
numerous. 


(i) SIAC is a recognized industry resource. 





*This decline was itself confirmation of the cor- 
rectness of NSCC’s original choice. 
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SIAC is a recognized industry resource, which not 
only serves NSCC, but also provides securities 
processing services to the New York and Ameri- 
can Stock Exchanges, ancillary services to re- 
gional clearing corporations, and processing serv- 
ices to Options Clearing Corporation. SIAC is also 
directly involved in the implementation of the na- 
tional market system through the development of 
new systems for the New York and American 
Stock Exchanges and industry-wide systems such 
as ITS. Its close involvement with these systems is 
of significant benefit to NSCC in seeing to it that 
developments in the trading area and in clearing 
procedures are properly synchronized with one 
another. 


The broad range of SIAC’s activities, and the ex- 
perience in securities processing that it derives 
from these activities, also gives a unique depth to 
SIAC’s ability to serve NSCC. In particular, this 
depth has given SIAC a “back-up” capacity that 
has enabled NSCC to handle significant increases 
in volume efficiently and safely. 


(ii) Because SIAC provides a high quality of 
service, there is no justification for incurring 
the costs of transition to a new facilities 
manager at this time. 


Any replacement of one facilities manager by 
another necessarily involves transition costs and 
risks. Acceptance of these costs and risks can be 
justified if they are outweighed by demonstrable 
benefits to be achieved by the transition. But 
NSCC and the securities industry should not be 
compelled to take on these costs and risks solely 
to promote the theoretical benefits which others 
have contended may flow from having competitive 
bidding. As long as SIAC continued to provide a 
high level of service, the smooth functioning of 
NSCC’s clearance operations should not be 
needlessly disrupted. 


(iii) NSCC’s present need is to complete the full 
consolidation of its system, not to change 
facilities managers. 


The most immediate challenge that currently faces 
NSCC is to complete the full consolidation of its 
system to achieve the expanded access goals of 
the national clearance and settlement system. 
Thus, in completing the move to Phase il opera- 
tions, NSCC must expand its branch network, 
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perfect its rules, work with other clearing agencies 
in the interface and other areas, and generally 
consolidate its operations. A change to a new 
facilities manager, with the attendant transition 
costs and risks and the attendant diversion of 
NSCC’s management resources, would thus at 
this time be particularly unnecessary and inappro- 
priate. 


(iv) The present SIAC contract gives NSCC 
great flexibility in changing its facilities 
management arrangements in the future. 


The contract between NSCC and SIAC is designed 
to give NSCC maximum flexibility in changing its 
facilities management arrangements if retention of 
SIAC becomes inappropriate. As the Commission 
noted in its order granting NSCC’s registration 
(Exchange Act Release No. 13163, pp. 101-103), 
the SIAC contract includes a buy-out provision 
permitting NSCC to replace SIAC unilaterally at 
any time after the second year. The Commission 
also noted that the contract with SIAC gave NSCC 
expanded rights to monitor SIAC’s performance 
and cost allocations. The SIAC contract also pro- 
vides that in the event NSCC does exercise its 
right of termination, SIAC must use its best efforts 
to facilitate the absorption by NSCC or by SIAC’s 
successor of the SIAC personnel previously used 
by SIAC in its clearance processing operation for 
NSCC, thus facilitating a smooth transition to a 
new processor after SIAC’s termination. This fea- 
ture of the contract gives NSCC further freedom to 
terminate SIAC if circumstances make such termi- 
nation appropriate. 


The total effect of these provisions is to give 
NSCC complete flexibility to alter its facilities 
management arrangements in response to 
changed circumstances. The decision to exercise 
these rights, however, should remain with NSCC’s 
user Board; it should not be required to change 
facilities managers, despite satisfactory perform- 
ance by SIAC, simply to afford an opportunity for 
competitive bidding. 


Any Future Decision by NSCC to Use Competitive 
Bidding Should be Made in Response to the 
Needs and Desires of NSCC’s Participants and 
the Operational Needs of NSCC’s System, and 
not Because Competitive Bidding has been Man- 
dated. 





NSCC does not rule out the possibility that at 
some future time competitive bidding could be ap- 
propriately used to select a facilities manager for 
some or all securities processing functions cur- 
rently performed by SIAC. But any decision to use 
competitive bidding must be made as a result of 
the exercise of the informed judgment of NSCC’s 
user Board, which is familiar with the daily opera- 
tional details of NSCC’s clearance system, and not 
as a result of a legal mandate imposed without re- 
gard to changing circumstances or operational 
realities. Since, as discussed more fully below, the 
absence of competitive bidding cannot be shown 
to have significant anti-competitive effects, deci- 
sions as to its use should be left to NSCC. 


These principles furnish the underpinnings of 
NSCC’s answers to the specific questions posed 
by the Commission. While competitive bidding 
may be appropriate under certain circumstances, it 
is plainly not so uniformly desirable or advantage- 
ous as to make its use a legal or operational 
necessity. On the contrary, the following answers 
to the questions raised by the Commission support 
NSCC’s position that any use of competitive bid- 
ding should be discretionary, to be undertaken 
only on the basis of an informed decision by 
NSCC’s user Board after all relevant factors have 
been weighed. 


Question 1(a) and (b) (Exchange Act Release No. 
15640) 


NSCC is not aware of any existing potential qual- 
ified bidder for the NSCC facilites management 
contract at this time. 


There is no evidence of the existence at this time 
of an entity that is qualified, using its own re- 
sources, to take on the responsibility of processing 
clearance for NSCC in a manner that is safe, effi- 
cient and responsive to participants’ needs. In- 
deed, the only entity other than SIAC to have ever 
expressed an interest in acting as NSCC’s 
facilities manager was Bradford and as the Com- 
mission is well aware, Bradford’s argument for 
competitive bidding was largely a stalking horse 
for its desire to retain its lucrative contractual posi- 
tion as processor for the old NCC. 


It is, of course, possible to imagine a hypothetical 
bidder which would simply assimilate SIAC’s pres- 


& ent personnel and hardware after a successful bid. 


A change of this sort, however, would be only a 
change in management, which would be pointless 
at this time. 


The time, expense and effort involved in holding a 
bidding procedure that would result merely in 
changing the nameplate on the door of SIAC’s 
facility cannot presently be justified. 


Question 1(c) (Exchange Act Release No. 15640) 


It would be undesirable for NSCC to make fre- 
quent changes in facilities managers, regardless 
of the means of selection employed. 


NSCC could not function effectively if it were re- 
quired to make frequent changes in its facilities 
manager. Such changes would impose significant 
costs, resulting both from NSCC’s obligation to 
buy out the manager being replaced and from the 
increased administrative costs that would be en- 
tailed by the selection of a new manager and the 
supervision of the transition from one manager to 
the other. Such changes would also create sub- 
stantial risks of disruption of services to partici- 
pants ‘during the changeover periods. Thus, as- 
suming continued satisfactory performance by an 
incumbent, facilities manager, there would be no 
benefit, and substantial unnecessary costs, in fre- 
quent turnover of facilities managers, regardless of 
the means of selection employed. 


Question 2(a) (Exchange Act Release No. 15640) 


Competitive bidding for the NSCC facilities man- 
agement contract would not necessarily reduce 
costs to participants. 


The economic rationale for competition is that it 
promotes efficiency and thereby reduces costs for 
the ultimate consumers of the goods or services 
being offered by competing entities: Competitive 
bidding for the NSCC facilities management con- 
tract, however, would not necessarily produce sig- 
nificant savings for NSCC participants, the ulti- 
mate consumers of clearance processing services. 
A low bidder working on a fixed price or cost-plus 
basis would have little incentive to incorporate in- 
novations that would result in participant savings, 
unless the innovation also happened to reduce the 
processor's own costs or increase its revenues. 
NSCC would also have less influence with such a 
profit-making entity to effect allocation of re- 


SEC DOCKET/991 





sources to generate participant savings than it now 
has with SIAC as an industry controlled, non-profit 
service agency. It is problematic whether an “in- 
visible hand” would operate in the context of secu- 
rities processing to transmute a private facilities 
manager’s quest for greater revenue into benefits 
to the brokerage community. 


In addition, NSCC’s past experience with Bradford 
as a private facilities manager suggests that the 
effect of employing such an entity may well be to 
increase participants’ costs incurred in connection 
with the replacement of one manager by another. 
Just as Bradford strenuously resisted being re- 
placed, and thereby caused NSCC and its partici- 
pants to incur both direct costs of litigation and 
settlement and indirect costs through diminished 
service during the period when replacement was 
being sought, so might a future private organiza- 
tion in Bradford’s position likewise force NSCC to 
incur unnecessary replacement costs. 


Question 2(d) (Exchange Act Release No. 15640) 


Competitive bidding for the NSCC facilities man- 
agement contract would not increase competition 
among facilities managers. 


Competitive bidding would not significantly in- 
crease competition among securities processors, 
since it would merely be the means of selecting a 
single processor for the term of the contract. 
Moreover, as suggested in the response to Ques- 
tion 1(c), the NSCC facilities management contract 
must necessarily be a long-term contract in order 
to minimize disruptions and transition costs that 
would attend frequent shifts in facilities manager. 
The infrequent intervals at which bidding could 
occur make it highly unlikely that the possibility of 
such bidding would encourage meaningful compe- 
tition. 


This conclusion is supported by the experience of 
the clearing industry to date, where “competitive 
bidding’, in the sense of two or more qualified 
competitors submitting bids to do identical jobs 
according to identical specifications, with the low 
bidder winning the contract, has not played a sig- 
nificant role. Thus, contrary to what the Court of 
Appeals erroneously assumed in the Bradford 
case (Op., p. 18, n.14, p. 57 n.45), the facilities 
management agreement entered into between 
NCC and Bradford in 1974 was not awarded 
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through competitive bidding, nor did Bradford 
“underbid” SIAC for that contract as the Court 
stated. The testimony before the Commission at 
the June 1976 hearings on NSCC’s registration 
shows that when NCC decided to turn to an out- 
side facilities manager in 1974 after a period of 
serious clearing losses, it traded off a guarantee 
against loss, which Bradford offered, against the 
possibility offered by SIAC’s cost-based proposal 
of greater participant savings in times of healthy 
securities markets and higher trading volume 
(Transcript of June 1976 hearings, pp. 83-86). It 
was Bradford’s guarantee of a minimum payment 
to NCC, regardless of the volume of cleared secu- 
rities, that led NCC to award the contract to Brad- 
ford, and not a “lower bid” in the usual sense of 
the word. In fact, since trading volume increased 
after 1974, NCC and later NSCC ended up 
foregoing substantial savings (which would have 
been passed on to their participants), and en- 
countered less than satisfactory service, by 
choosing Bradford rather than SIAC.* 


This is not to say that the potential for competition 
by another entity may not have a salutary effect on 
the performance of an incumbent facilities man- 
ager. But under these circumstances, it is the pos- 
sibility of replacement that provides the spur to ef- 
ficient performance, rather than competitive bid- 
ding per se as the particular means by which re- 
placement might be effected. As discussed above 
(pp. 5-6), NSCC already possesses the power to 
terminate its present facilities manager unilater- 
ally, and would expect to retain such flexibility in 
any succeeding facilities management agreement. 


Questions 2(b) and (c) (Exchange Act Release 
No. 15640) 


Competitive bidding would not promote competi- 
tion among broker-dealers or among clearing 
agencies. 


lf competitive bidding did increase competition 
among securities processors, it might be argued 
that some of the savings that might arguably flow 





*The other example of competitive bidding relied 
upon by the Court of Appeals (Op., p. 18) was the 
selection of Bradford by Pacific Clearing Corpora- 
tion (“PCC”). This experiment does not appear to 
have been a success, since we understand that 
subsequently PCC replaced Bradford with SIAC. 





from such competition might be passed on to 
brokers or clearing agencies. Since there is no 
meaningful connection between competitive bid- 
ding and competition among securities processors, 
however, it is equally apparent that no benefit to 
brokers or clearing agencies can be expected to 
result from competitive bidding for the NSCC 
facilities management contract. 


Moreover, even if savings were reasonably to be 
expected from competitive bidding, no immediately 
apparent connection between such savings and 
broker-dealer competition can be shown, since 
such savings would presumably be passed on 
proportionately to all brokers who are members of 
NSCC. 


Question 2(e) (Exchange Act Release No. 15640) 


Competitive bidding would tend to work against 
the goals of protection of funds and securities in 
the clearance and settlement processes. 


Competitive bidding tends, by and large, to be ill- 
suited to the structure of the clearing industry and 
the nature of securities processing. First, the com- 
plexity of securities processing poses practical 
problems in generating specifications that would 
adequately cover all of the manifold tasks that a 
facilities manager for a clearing agency must per- 
form. Second, and more important, the inevitable 
tendency of competitive bidding to emphasize 
price as a determinative consideration works 
against the paramount systemic goals of safety 
and service quality. A competitive bidder, particu- 
larly one with a fixed price contract, would have 
every economic incentive to sacrifice quality to 
profit-making, to the possible detriment of the safe 
functioning of the national clearance and settle- 
ment system. Finally, a whole host of non-price 
related factors should go into the selection of a 
facilities manager, which a competitive bidding 
procedure would inevitably downplay. Such intan- 
gibles as ability to establish good working relation- 
ships between a facilities manager and partici- 
pants’ operational personnel and experience in 
securities processing would tend to be given in- 
sufficient weight in a selection process based on 
the lowest bid. 


Question 2(f) (Exchange Act Release No. 15640) 


& Competitive bidding is neither required by nor 


likely to further the objectives of Section 17A of 
the Securities Exchange Act of 1934. 


A. The 1975 Amendments place competition be- 
hind other more significant concerns. 


The 1975 Amendments to the Securities Exchange 
Act make competition a concern of lower priority 
than other goals that may be best achieved in the 
absence of competitive bidding for the NSCC 
facilities management contract. The relevant 
statutory goals that selection of a securities proc- 
essor must achieve are prompt and accurate 
clearance and _ settlement processing. 
§ 17A(a)(1)(A). Competition, by contrast, is only a 
factor to be considered by the Commission in im- 
plementing the statutory objectives. §17A(a)(2). 
And while competition among securities proc- 
essors may be within the broad regulatory purview 
of the Commission in overseeing the evolution of 
the national clearance and settlement system, the 
lack of any express reference to it in the 1975 
Amendments underscores the extent to which it 
must give way before the more significant con- 
gressional concerns for safe and efficient handling 
of securities when the Commission performs the 
weighing required by the remand of the Court of 
Appeals. 


B. Competitive bidding is not mandated even by 
the antitrust laws, which emphasize competi- 
tion far more than the 1975 Amendments. 


It has been consistently held, as a matter of law, 
that failure by an individual contracting party to 
permit competitive bidding is not anticompetitive 
conduct within the meaning or scope of the antit- 
rust laws.* To the extent that competition is a 
statutory concern among the broad range of other 





* See, e.g. Sitkin Smelting & Refining Co. v. FMC 
Corp., 575 f.2d 440 (3rd Cir. 1978), cert. denied 
00 S. Ct. 191; Scranton Construction Co. v. Litton 
Industries Leasing Corp., 494 F.2d 778, (5th Cir. 
1974); Parmalee Transportation Co. v. Keeshin, 
186 F. Supp. 533, 543 (N.D. Ill. 1960), aff'd 292 
F.2d 794 (7th Cir.), cert. denied, 368 U.S. 944 
(1961). As these courts have declared, ‘‘[T]he 
Sherman Act is [not] a lowest-responsible bidder 
statute’, 575 F2d at 448. The antitrust laws under 
which these cases were decided are not directly 
applicable to NSCC’s situation as a registered 
clearing agency under the supervision and juris- 
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factors and goals which the Commission must 
evaluate in carrying out its responsibilities under 
Section 17A of the Exchange Act, competitive bid- 
ding for NSCC’s facilities management contract 
has little, if any, legal relevance to this concern. 


Question 3 (Exchange Act Release No. 15640) 


Clearing agencies should be permitted to inter- 
nationalize all or part of their processing opera- 
tions, if such a decision appears appropriate from 
a business standpoint. 


Competitive bidding may under certain conditions 
be an appropriate means of selecting the entity re- 
sponsible for actually conducting the securities 
processing operations of a clearing agency. NSCC 
wishes to emphasize again, however, that the de- 
cision to use it, like the decision to change 
facilities managers itself, should be left to the in- 
formed judgment of NSCC and its fellow clearing 
agencies and not mandated as a requirement of 
law. 


Nothing said or implied by the Court of Appeals in 
the Bradford case would preclude NSCC from 
conducting securities processing in-house. All 
clearing agencies internalized their securities 
processing operations prior to 1972,* and the 
SIAC contract explicitly recognizes such a possi- 
bility by providing for the absorption by NSCC it- 
self of SIAC’s personnel if NSCC decides to termi- 
nate SIAC and internalize the operations hitherto 
performed by SIAC. 





Continued from preceding page 


diction of the Commission. Their holdings that 
competitive bidding is unnecessary are nonethe- 
less highly relevent to the Commission’s present 
inquiry, since their rationale is that there is no 
legal connection between an individual's decision 
to use competitive bidding in selecting other par- 
ties with which to deal and the preservation of the 
economic competition safeguarded by the antitrust 
laws. 


* Our understanding is that all registered clearing 
agencies currently handle securities processing 
in-house, with the exception of NSCC, PSD and 
PCC (and the latter two entities only utilize a 
facilities manager for data processing activities). 
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The use of a facilities manager by a clearing 
agency is a convenience, and not a requirement of 
law or public policy. The decision to take all or any 
part of processing in-house, would also be a mat- 
ter determined by the clearing agency itself, in re- 
sponse to the needs and desire of its users. 


Question 1 (Letter to NSCC dated March 15, 
1979) 


lf NSCC were to let its facilities management con- 
tract for bidding, it anticipates that the contract 
would be essentially similar to its current contract 
with SIAC, except as discussed in response to 
Question 2 below. 


Question 2 (Letter to NSCC dated March 15, 
1979) 


lf NSCC were required** to let the contract to a 
profit-making entity not owned by the securities in- 
dustry, it would change the contract along the lines 
suggested by the preceding discussion of the po- 
tential risks of competitive bidding. NSCC would 
consider internalizing everything except data 
processing, since it might not be able to rely ona 
private facilities manager to have the incentive to 
be responsive to membership needs or to innovate 
in ways that do not produce increased revenues 
for the facilities manager. Under these circum- 
stances, NSCC would be inclined to set the 
facilities manager's fee on a cost-plus basis as 
opposed to a purely fixed fee arrangement, since 
the latter might invite the facilities manager to dis- 
regard safety and efficiency in an effort to increase 
revenues by cutting costs. 


Question 3 (Letter to NSCC dated March 15, 
1979) 


NSCC has not considered bringing the work cur- 
rently done by SIAC in-house, but might do so in 
the future in appropriate circumstances. 


Question 4 (Letter to NSCC dated March 15, 
1979) 





** NSCC does not believe that an order requiring 
regular competitive bidding would be tolerated by 
its participants. NSCC also doubts that such an 
order could be sustained upon review. 





If the Commission were to make what NSCC be- 
lieves would be an incorrect decision to require 
competitive bidding for NSCC’s facilities manage- 
ment contract, it would take at least six (6) months, 
after such decision became final, for NSCC to pre- 
pare a concrete proposal for carrying out such 
bidding. After specifications for bidding were put 
out, further time would be required for the prep- 
aration of bids, analysis of bids received, decision 
thereon, and conversion to any new manager, if 
one were selected, as a result of the bidding. Al- 
though NSCC would attempt to minimize these 
time periods, it could not realistically be expected 
to accomplish the transition process without sig- 
nificant lead time. 


Conclusion 


NSCC believes that its choice of the method by 
which it conducts its clearance processing opera- 
tions is essentially an NSCC user Board decision, 
to be carried out in response to the needs and de- 
sires of its participants within the framework of the 
statutory priorities set by the 1975 Amendments. 
Whether such operations are conducted in-house 
or by a facilities manager, and how the facilities 
manager is selected, are questions that necessar- 
ily depend upon a broad range of considerations 
that must be carefully weighed and might lead to 
different conclusions under different circum- 
stances. These questions cannot be answered 
categorically by requiring competitive bidding, or 
any other means of selection, as a legal mandate. 


Very truly yours, 


For the Commission, by the Division of Market 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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Plans filed pursuant to 17 CFR 240.17d-2. 


(File Nos. 4-196, 4-273, 4-274, 4-267) 


EXTENSION OF ORDER GRANTING TEMPO- 
RARY APPROVAL 


By this Order, issued pursuant to Sections 17(d)(1) 
and 11A(a)(3)(B) of the Securities Exchange Act of 
1934 (the “Act’) (15 U.S.C. 78q(d)(1) and 78k- 
1(a)(3)(B) ), the Securities and Exchange Com- 
mission (the ‘“Commission”) is hereby extending 
the period of provisional approval of the plans for 
allocating regulatory responsibilities (the “alloca- 
tion plans’) filed pursuant to 17 CFR 240.17d-2 
(“Section 240.17d-2”) by the National Association 
of Securities Dealers, Inc. (the “NASD”) in con- 
junction with the Boston Stock Exchange, Inc. (the 
“BSE’’), Cincinnati Stock Exchange, Inc. (the 
“CSE”’), Midwest Stock Exchange, Inc. (the 
“MSE”’), and Pacific Stock Exchange, Inc. (the 
“PSE”) (with the NASD, the “parties’). The re- 
sponsibilities of the parties to the plans during this 
period of temporary approval shall be controlled by 
the terms of the Commission’s September 26, 
1978 Order, Securities Exchange Act Release No. 
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15191 (the “September Order’’), which provi- 
sionally approved the plans for a period of 270 
days. The initial approval period expires on June 
23, 1979. This second period of provisional ap- 
proval will expire on January 1, 1980. 


Extension of the approval period will permit the 
parties to complete the submissions required by 
the September Order, to clarify the amendments to 
the allocation plans which have been recently 
submitted, and to resolve certain interpretive dif- 
ficulties arising under the plans. It will also enable 
the Commission, as part of its continuing review of 
the regulatory programs of the self-regulatory or- 
ganizations, to focus more particularly on the 
capabilities of the parties to perform their respon- 
sibilities under the plans. 


While the Commission has determined to grant 
this extension, it is deeply concerned that certain 
of the parties to the plans appear not to have been 
willing to expend the energies and resources 
necessary in order to conclude the agreements 
required to allocate regulatory responsibilities. 
Conclusion of the agreements would reduce multi- 
ple examination of dual members, which would in 
turn reduce the regulatory expenses incurred by 
the industry as a whole. 


In accordance with the statutory objectives of Sec- 
tion 17(d)(1) of the Act, the Commission is firmly 
committed to eliminating unnecessary duplication 
in regulation. It promulgated Section 240.17d-2 in 
order to establish a procedural vehicle for self- 
regulatory initiative in accomplishing the purposes 
of Section 17(d)(1). If, however, the parties prove 
unwilling or unable to cooperate in proposing 
methods for achieving a more efficient and effec- 
tive regulatory program for dual members, the 
Commission may find it necessary to consider 
other means, consistent with the statutory respon- 
sibilities of the parties, of reaching this goal. 


During the period of provisional approval, the 
Commission will continue its on-going review of 
the performance of the parties under the plans. It 
may consider alternative allocations of regulatory 
responsibilities if the progress toward amending 
the plans and resolving interpretative difficulties 
relating to the operation of the plans is unsatis- 
factory. Alternative allocation may be considered 
also if Commission review of, among other things, 
the regulatory capabilities and procedures and 
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staffing of the parties indicates that they are un- 
able to fulfill adequately their responsibilities under 
the Act and plans, or if the allocation of respon- 
sibilities in the plans becomes inconsistent with 
the purposes of the Act. 


The Commission will not consider whether to ap- 
prove these allocation plans without conditions 
until such time as they articulate accurately and 
completely the agreements reached by the parties 
and until such time as the supplementary materials 
identify with precision both the examination and 
enforcement responsibilities of the parties. 


In order to assure adequate time to complete its 
review of the required materials prior to the expi- 
ration of the approval period, the Commission has 
directed the staff, after consultation with the par- 
ties, to establish a filing date for each segment of 
the submission and to report to the Commission 
regarding the compliance of each party with the 
prescribed schedule. The Commission fully ex- 
pects those deadlines to be met and will require a 
clear justification from any party which seeks fur- 
ther extension of these deadlines. 


IT IS THEREFORE ORDERED, pursuant to Sec- 
tions 17(d) and 11A(a)(3)(B) of the Act (15 U.S.C. 
78q(d) and 78k-1(a)(3)(B) ), that, for a period 
ending January 1, 1980, unless such period is 
otherwise extended by the Commission, the plans 
between the NASD and BSE, the NASD and CSE, 
the NASD and MSE, and the NASD and PSE filed 
pursuant to Section 240.1-d-2 are approved sub- 
ject to the terms and conditions set forth in this 
Order and the Commission’s September Order. 


IT IS FURTHER ORDERED that the BSE, CSE, 
MSE, and PSE are relieved of those respon- 
sibilities allocated to the NASD by such plans as 
approved subject to the terms and conditions set 
forth in the above Commission Orders. 


By the Commission. 


George A. Fitzsimmons 
Secretary 








SECURITIES EXCHANGE ACT OF 1934 
Rel. No. 15942/June 21, 1979 


PROGRAM FOR ALLOCATION OF REGULA- 
TORY RESPONSIBILITIES PURSUANT TO 
RULE 17d-2 


Notice of Filing of Amendment to the NASD/CSE 
Plan 


[File No. 4-273] 


In Securities Exchange Act Release No. 15191 
(September 26, 1978),’ the Commission approved 
for a period of 270 days ("approval period’) the 
plan between the National Association of Securi- 
ties Dealers, Inc. (the “NASD”) and the Cincinnati 
Stock Exchange (the “CSE”’) allocating regulatory 
responsibilities. The Commission conditioned its 
further consideration of this plan on the submis- 
sion of certain amendments to the original filings 
as well as certain supplemental information. The 
Commission required these amendments and 
supplementary materials to be filed within 180 
days from the date of its Order. In Release No. 
157222 the CSE received an extension of 60 days 
from the day of final approval of its proposed rule 
package in which to file those materials.* 


The NASD and the CSE have filed an amendment 
to their allocation plan. In brief, the amendment 
states that the NASD will assume inspection, 
examination and enforcement responsibility (‘‘reg- 
ulatory responsibilities’) for all dual members 
which are or shall become designated to the CSE 
or NASD pursuant to the provisions of SEC Rule 
17d-1 under the Securities Exchange Act of 1934. 


The CSE will retain full responsibility for mar- 
ketplace regulation and market surveillance for the 
CSE floor and the CSE Multiple Dealer Trading 
System. In addition, the amendment adds a provi- 
sion to the allocation plan which provides that the 





143 FR 46093 (October 5, 1978) 


2 Securities Exchange Act Release No. 15722 
(April 12, 1979), 44 FR 23616 (April 20, 1979). 


3 File No. SR-CSE-78-4. Securities Exchange Act 
Release No. 15544 (January 30, 1979), 44 FR 
7852 (February 7, 1979). 


CSE will supply the NASD with any information 
learned by it which reflects adversely on the finan- 
cial condition of dual members or indicates possi- 
ble violations by dual members with applicable 
laws, rules, or regulations. 


In order to assist the Commission in determining 
whether to approve this plan and to relieve the 
party not designated to fulfill the specific respon- 
sibilities, interested persons are invited to submit 
written data, views and arguments concerning the 
submission within thirty (30) days from the date of 
publication of this notice in the Federal Register. 
Persons wishing to comment should file six (6) 
copies thereof with the Secretary of the Commis- 
sion, 500 North Capitol Street, Washington, D.C. 
20549. Reference should be made to File No. 
4-273. 


By the Commission. 


George A. Fitzsimmons 
Secretary 


June 21, 1979 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 15943/June 21, 1979 


NOTICE OF FILING AND EFFECTIVENESS OF 
PROPOSED RULE CHANGE BY PACIFIC STOCK 
EXCHANGE INCORPORATED 


File No. SR-PSE-79-6 


The Pacific Stock Exchange Incorporated sub- 
mitted on May 22, 1979, a proposed rule change 
under Rule 19b-4 to amend its Options Floor Pro- 
cedure Advice G-3 to require all executing mem- 
bers or their representatives to be available for the 
settlement of uncompared trades for an appropri- 
ate period of time following the close of trading 
and to provide fines for noncompliance.' 


The foregoing rule change has become effective, 
pursuant to Section 19(b)(3)(A) of the Securities 





1 The PSE has informed the Commission that, 
prior to the imposition of a fine pursuant to this 
rule, members will be afforded an opportunity for a 
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Exchange Act of 1934. At any time within sixty 
days of the filing of such proposed rule change, 
the Commission may summarily abrogate such 
rule change if it appears to the Commission that 
such action is necessary or appropriate in the pub- 
lic interest, for the protection of investors, or 
otherwise in furtherance of the purposes of the 
Securities Exchange Act of 1934. 


Publication of the submission is expected to be 
made in the Federal Register during the week of 
June 25, 1979. In order to assist the Commission 
to determine whether to approve the proposed rule 
change or institute proceedings to determine 
whether the proposed rule change should be dis- 
approved, interested persons are invited to submit 
written data, views and arguments concerning the 
submission within 21 days from the date of publi- 
cation in the Federal Register. Persons desiring to 
make written comments should file six copies 
thereof with the Secretary of the Commission, Se- 
curities and Exhange Commission, 500 North 
Capitol Street, Washington, DC 20549. Reference 
should be made to File No. SR-PSE-79-6. 


Copies of the submission, all subsequent amend- 
ments, all written statements with respect to the 
proposed rule change which are filed with the 
Commission, and of all written communications 
relating to the proposed rule change between the 
Commission and any person, other than those 
which may be withheld from the public in accord- 
ance with the provisions of 5 U.S.C. §552, will be 
available for inspection and copying at the Com- 
mission’s Public Reference Room, 100 L Street, 
N.W., Washington, D.C. 


For the Commission, by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





Continued from preceding page 


hearing in accordance with the provisions of Sec- 
tion 6(d)(1) of the Securities Exchange Act of 
1934. The PSE has also informed the Commission 
that it will file with the Commission an amendment 
to this rule, which will set forth specifically the dis- 
ciplinary procedures to be followed in imposing a 
fine, as required by Section 6(b)(7) of the Securi- 
ties Exchange Act of 1934. 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21105/June 15, 1979 


In the Matter of 


NEW ENGLAND ELECTRIC SYSTEM 

NEW ENGLAND ENERGY INCORPORATED 
20 Turnpike Road 

Westborough, Massachusetts 01581 


(70-6260) 


NOTICE OF PROPOSED FINANCING OF FUEL 
SUBSIDIARY 


NOTICE IS HEREGY GIVEN that New England 
Electric System (“NEES”), a registered holding 
company, and its fuel subsidiary, New England 
Energy Incorporated (“NEEI’), have filed with this 
Commission an application-declaration, and an 
amendment thereto, pursuant to the Public Utility 
Holding Company Act of 1935 (‘Act’), designating 
Sections 6(a), 7, 9(a), 10, 12(b) and 12(d) of the 
Act and Rules 43, 50(a)(2) and 50(a)(3) promul- 
gated thereunder as applicable to the proposed 
transactions. All interested persons are referred to 
the application-declaration, as amended, which is 
summarized below, for a complete statement of 
the proposed transactions. 


By order dated October 30, 1974 (HCAR No. 
18635), NEES was authorized to organize NEEI 
and acquire its capital stock and NEEI was au- 
thorized to enter into a partnership agreement with 
Samedan Oil Corporation (‘““Samedan’’) to explore 
for oil and gas. Jurisdiction was reserved in said 
order with respect to any transactions between 
NEE! and other companies within the NEES sys- 
tem. By order dated June 18, 1976 (HCAR No. 
19580), NEES was authorized to invest in NEE! up 
to $45,000,000 through December 31, 1979, to fi- 
nance exploration and development activities as 
well as NEEI’s procurement and inventory ac- 
tivities. To date, NEEI has been financed exclu- 
sively by the issuance to NEES of common stock 


and the issuance to NEES of subordinated notes. a 





At March 31, 1979, the total amount of subordi- 
nated notes of NEE! held by NEES was 
$39,685,000, which amount is expected to in- 
crease to approximately $41,000,000 by June 30, 
1979. 


By order dated July 19, 1978 (HCAR No. 20632), : 


NEEI was authorized to make sales of fuel oil to 
New England Power Company (“NEP”), an af- 
filiate, pursuant to a fuel purchase contract on 
terms and conditions set forth in said order. Those 
terms included a pricing policy under which NEEI’s 
total costs related to its exploration and develop- 
ment program, including capital costs as defined, 
are divided by total estimated equivalent barrels of 
reserves to determine a unit cost to be applied to 
each equivalent barrel produced. With respect to 
capital costs, a method was prescribed for their 
determination based on a hypothetical capital 
structure imputed to NEEI approximately equiva- 
lent to the capital structure of NEP. In this connec- 
tion, it was contemplated that NEE! would obtain 
outside financing and apply the proceeds to re- 
duce the subordinated notes. 


NEE! seeks authorization to enter into an agree- 
ment (the “Loan Agreement’) with the Bank of 
Montreal (the ‘“Agent’’) for an $80,000,000 revolv- 
ing credit loan by a syndicate of the banks (the 
“Banks”’) which upon termination would become a 
term loan. The proposed arrangement could ex- 
tend for a maximum of ten years. 


The proposed loan will provide NEEI with available 
credit of up to $40,000,000 in 1979, $60,000,000 
in 1980, and $80,000,000 in 1981. The revolving 
credit period runs from January 1, 1979, through 
December 31, 1981, and may, at NEEI’s option, be 
extended for two additional years. The Banks will 
make a term loan to NEEI upon termination of the 
revolving credit period in the amount of the re- 
volving credit balance outstanding on the termina- 
tion date, such loan to be for a maximum of five 
years and to require equal quarterly payments 
amortizing the principal. The loan will bear interest 
during the revolving credit period at a rate per 
annum of % of 1% over the Agent’s United States 
prime rate, or % of 1% over the London Interbank 
Offered Rate (“LIBOR’”) for 30, 60, 90 or 180-day 
United States Dollar deposits, at NEEI’s option. 
The loan will bear interest during its term loan 
period at a rate per annum of % of 1% over the 
Agent’s United States prime rate, or 1% over 
LIBOR for 30, 60, 90, or 180-day United States 


dollar deposits, at NEEI’s option. There is a com- 
mitment fee on the unused available portion of the 
loan commitment of % of 1% per year during the 
revolving credit period and % of 1% per year dur- 
ing any extension of that period. Interest and the 
commitment fee are payable quarterly. The loan 
will be prepayable without penalty, and the com- 
mitment amount may be reduced in whole or in 
part without penalty. There will also be a facility 
fee of $75,000, payable to the Agent upon execu- 
tion of the Loan Agreement and an additional 
$50,000 fee at execution if the Agent syndicates 
the loan. 


A principal condition of the proposed loan is a co- 
venant by NEEI to finance its oil and gas explora- 
tion and development program costs on a basis 
which will include senior debt in the form of the 
proposed loan up to 60 percent and no less than 
40 percent common stock equity and premium, 
subordinated notes payable to NEES and deferred 
taxes. For this purpose, applicants-declarants re- 
quest that the Commission extend for a period 
coterminous with the maximum period under the 
proposed loan (i.e., until December 31, 1988) the 
authority granted in the order of June 18, 1976 
(HCAR No. 19580). This would include authority 
for NEES to continue to invest in subordinated 
notes of NEEI under the existing Capital Funds 
Agreement up to a total of $45,000,000 for the life 
of the proposed loan. 


The Loan Agreement will require NEEI to prepay 
the proposed loan to the extent of proceeds NEEI 
receives from any long-term financing secured by 
any of its oil and gas properties included in the full 
cost pool. It will also limit modifications which may 
be made to the fuel purchase contract between 
NEEI and NEP and will require assignment to the 
Agent by NEEI of its rights under the fuel purchase 
contract. 


Applicants-declarants expect an initial drawdown 
on the loan in July 1979, of $26,500,000 to repay a 
portion of NEEI’s subordinated notes to NEES, re- 
ducing the same from about $41,000,000 to about 
$14,500,000. Future drawdowns will be used to 
assist in financing NEEI’s oil and gas exploration 
and development program. 


Applicants-declarants claim exemption from the 
competitive bidding requirement of Rule 50 for the 
issuance of notes to the Banks pursuant to Rule 
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50(a)(2) and for NEEI’s issuance of notes to NEES 
pursuant to Rule 50(a)(3). 


The fees and expenses to be incurred in connec- 
tion with the proposed transactions (excluding the 
previously mentioned facility fee of $75,000, syn- 
dication fee of $50,000 and commitment fees) are 
estimated at $35,000, including $25,000 of legal 
fees of the Agent, and $8,000 of services to be 
performed at cost by New England Power Service 
Company, an affiliate of applicants-declarants. It is 
stated that no state commission and no federal 
commission, other than this Commission, has 
jurisdiction over the proposed transactions. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than July 10, 1979, request 
in writing that a hearing be held on such matter, 
stating the nature of his interest, the reasons for 
such request, and the issues of fact or law raised 
by said application-declaration, as amended, 
which he desires to controvert; or he may request 
that he be notified if the Commission should order 
a hearing thereon. Any such request should be 
addressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of 
such request should be served personally or by 
mail upon the applicants-declarants at the above- 
stated address, and proof of service (by affidavit 
or, in case of an attorney at law, by certificate) 
should be filed with the request. At any time after 
said date, the application-declaration, as amended 
or as it may further be amended, may be granted 
and permitted to become effective as provided in 
Rule 23 of the General Rules and Regulations 
promulgated under the Act, or the Commission 
may grant exemption from such rules as provided 
in Rules 20(a) and 100 thereof or take such other 
action as it may deem appropriate. Persons who 
request a hearing or advice as to whether a hear- 
ing is ordered will receive any notices and orders 
issued in this matter, including the date of the 
hearing (if ordered) and any postponements 
thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21106/June 19, 1979 


In the Matter of 


-ESTACADO, INC. 


Hobbs, New Mexico 
(70-6114) 


MEMORANDUM OPINION AND ORDER AU- 
THORIZING ACQUISITIONS BY NEWLY OR- 
GANIZED HOLDING COMPANY AND DENYING 
REQUEST FOR HEARING 


Estacado, Inc. (“Estacado’’), a new Mexico corpo- 
ration, which currently has no business or prop- 
erties of its own, proposes to acquire all of the out- 
standing capital stock of New Mexico Electric 
Service Company (‘electric’), Hobbs Gas Com- 
pany (“Gas”), Llano, Inc. (“Llano”) and Minerals, 
Inc. (“Minerals”), all New Mexico corporations. 
The four operating companies will remain un- 
changed. The acquisition by Estacado of their 
common stocks will take the form of mergers with 
four wholly-owned subsidiaries of Estacado 
created for the purpose. On merger, Estacado will 
own all the common stocks of each of the operat- 
ing companies, and their present stockholders will 
receive in exchange about 2 million shares of Es- 
tacado common stock that Estacado will issue for 
that purpose. 


An appropriate notice was duly issued (HCAR No. 
20464, March 23, 1978). At the request of our Di- 
vision of Corporate Regulation, the record in this 
proceeding was extensively enlarged and 
supplemented on August 10, 1978, by additional 
data and information relative to the terms of the 
mergers, and on the basis of the complete record 
we make the following findings: 


Description of Companies, Operation and Man- 
agement 


In 1945 a local group of individual investors pur- 
chased substantially ali the securities of Electric." 





1 American Power & Light Company, 21 SEC 471 
(1945). The adjusted capitalization of Electric was 
slightly under $900,000 at that time and the price 
was $1,206,000. Electric was subsequently rein- 
corporated and recapitalized. 





The other three companies have been organized 
by some of these shareholders. During the inter- 
vening 33 years, the combined capitalization of the 
four companies has grown from $900,000 to $43 
million, of which approximately half is debt. This 
growth, coupled with shifting interests among the 
original investors and their heirs, stock purchases 
by employees, and other events have led the prin- 
cipal shareholders to conclude that the informal 
and increasingly complex relationships among the 
four companies should be simplified and made le- 
gally secure by the proposed combination. 


Substantially all of their properties and operations 
are in the same area of southeastern New Mexico. 
The four operating companies are under common 
control, and the stock of each is closely held. In 
each company, officers and directors own more 
than % of the stock, although not in the same pro- 
portions. Electric has only about 200 shareholders; 
the number of shareholders in the others ranges 
from 12 to 66. 


Electric is an electric utility company serving the 
municipalities of Hobbs, Eunice and Jal, and sur- 
rounding areas in Lea County, New Mexico, under 
franchises expiring in 1989. It has approximately 
17,000 customers. Its generating equipment con- 
sists of a 118 mw steam turbine and a 66 mw gas 
turbine both gas fired. Gas, a retail gas utility 
company serves Hobbs and the immediate sur- 
rounding area under a franchise also expiring in 
1989. It has approximately 10,000 customers. 


Liano is an intrastate pipeline company, not a pub- 
lic utility company under the Act or New Mexico 
law. It owns and operates a natural gas gathering 
and transmission system in Lea and Eddy Coun- 
ties, New Mexico. It has almost 300 miles of 
transmission lines and 100 miles of gathering 
lines. Gathering lines are the property of Llano, but 
are generally paid for by the customer. Llano also 
provides, on fee or royalty basis, technical serv- 
ices to drill, complete and produce oil and gas. 


The gas purchased by Electric and Gas from pro- 
ducers is transported by Llano. It also negotiates 
gas contracts on their behalf and provides them 
consulting services regarding future gas require- 
ments. Llano and Electric own a 13 million mef 
storage facility, a portion of which is leased to a 
nonaffiliate. Llano sells or transports some gas for 
others and purchases some gas for storage and 
resale on its own account. 


Liano’s original financing was based on contracts 
with Electric and nori-affiliate for use of its 
facilities. Minimum payments, when facilities were 
not fully used, were required between 1967 and 
1973, which were treated as prepayments. In 
1973, Electric foregave $388,784 of such ac- 
cumulated prepayments as part of a new financing 
agreement, which relieved Electric of further liabil- 
ity under the prior agreements. 


Minerals is an oil and gas company owning pro- 
ducing and nonproducing acreage in New Mexico 
and Texas. It does not itself explore or develop, 
but dedicates leases to projects for a nonoperating 
working interest or royalty. 1:1 some cases, it has 
acquired producing property and employed Llano 
to operate it. Minerals, which has one employee, 
relies on Llano for selection, evaluation, acquisi- 
tion and management of its oil and gas interests. 


Minerals is the owner of a $3.3 million cryogenic 
liquid extraction plant located on Llano’s pipeline 
near Hobbs. The plant was constructed, with bor- 
rowed funds, in 1978. The liquid hydrocarbons are 
extracted at this plant from the gas that Llano 
transports for Electric and Gas. It is stated that the 
revenues from this source will be shared by Elec- 
tric, Gas and Llano. 


The principal offices of all four companies are lo- 
cated in the same building. Electric and Gas carry 
on their operations from the same general offices, 
and Llano and Minerals also share offices. All four 
companies share the use of specialized office 
equipment. Electric, Llano, and Gas utilize the 
same maintenance equipment for their transporta- 
tion facilities, and Electric and Llano use the same 
radio communications system. 


Proposed Acquisitions and Statutory Standards 


Under the terms of the mergers Estacado will ac- 
quire all the common stocks of Electric and Gas. 
These acquisitions are prohibited under Section 
9(a)(2) of the Act unless they satisfy the applicable 
standards of Section 10, and, for reasons noted 
below, we so find. 


Estacado will issue about 2 million shares of 
common stock in exchange for the stocks of the 
four companies as shown below: 
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Table I 


Shares of 
Estacado to 
be issued 
for each share 


Percent of 
Estacado to be held 

by former 

shareholders 


Total Estacado 
shares to be 
issued 


Snares Presently 


Compan.” Outstanding 





ELectrac 
Hobbs Gas 
Llano 
Minera ’s 


912,400 
342,944 
597,230 

19,600 


1.6515 
- 3683 
- 4066 
6.6485 


Estacaco 


The Estacado shares will have a par value of $1 a 
share and represent approximately $10 a share of 
pro forma consolidated equity. No fractional 
shares will be issued, and cash will be paid, at the 
rate of $10 a share, in lieu of any fraction. Es- 
tacado will own all the shares of the subsidiaries 
into which the four companies will be merged.? 


Our approval in this proceeding does not super- 
sede state law. The mergers require an affirmative 
vote of at least %4 of the stock of each merging 
company and dissenting shareholders have ap- 
praisal rights under New Mexico law. The agree- 
ments provide that the mergers will not be effec- 
tive if holders of 10% or more of the stock of any 
company seek appraisal. 


The utility companies are now under common 
control and their proposed acquisition by Estacado 
does not create additional interlocking relations 
among the constituent companies or result in an 
increase in control that is of a kind or extent pro- 
hibited by Section 10(b)(1). The proposed acquisi- 
tions also satisfy the standards of Section 10(b)(2) 
regarding the reasonableness of the consideration 
as it relates to the allocation of the 2 million Es- 
tacado shares among the stockholders of the four 
companies. In this connection, we note, as the 
record shows, that the terms of the mergers were 





2 Approximately 4,350 shares of Estacado com- 
mon stock will be reserved for issuance on exer- 
cise of outstanding employee stock options 
granted by Electric and Llano, which will be as- 
sumed by Estacado. The actual number of shares 
outstanding and to be issued may increase slightly 
before consummation, through exercise of options 
or similar transactions. 
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1,506,824 715. 
126, 306 6. 
242,833 12.1§ 
130,311 6. 


2,006,274 100.0% 


developed by the large stockholders of these 
closely-held companies, and that there were suffi- 
cient differences in their relative holdings in each 
company to make each of the exchange ratios 
personally important to them. Their decisions were 
supported by a qualified investment banker. The 
record has been supplemented by an extensive 
report which sets forth in detail the economic and 
market factors, among others, bearing on these 
exchanges. 


The proposed acquisitions will not have the ad- 
verse effects proscribed by Section 10(b)(3). 
Electric is the largest, by far, of the four com- 
panies. It accounts for about 73% of the pro forma 
consolidated capitalization at September 30, 1977, 
and about 74% of consolidated net income.® Its 
corporate long-term debt at that date was 48.9% of 
total capitalization; the balance was common 
stock. For Gas, such debt ratio was 51.8%, the 
balance representing common stock. On a con- 
solidated basis, pro forma, as of that date, long- 
term debt of about $23.1 million represented about 
53.6% of total capitalization of about $43.1 million. 
The addition of $3.3 million of debt incurred by 
Minerals in 1978 for construction of the cryogenic 
plant would slightly increase the consolidated debt 
ratio. 


Electric, the principal utility company, and Gas are 
each an integrated public-utility system as defined 
in Section 2(a)(29) of the Act,* and their acquisi- 





3 Pertinent financial data are summarized in Ap- 
pendices 1 and 2, infra. 


4 Paragraphs (A) and (B) of Section 2(a)(29) sepa- 
rately define an integrated system for an electric 
and a gas company. 





tion by Estacado is subject to the requirements of 
Section 10(c).5 The proposed acquisitions are de- 
signed to formalize and simplify the historic and 
functional relationship among these companies 
and their management, which should thereby 
facilitate the proper functioning of the system. This 
is sufficient to satisfy the requirements of Section 
10(c)(2). But as a result of the acquisitions, Es- 
tacado will be a holding company over two utility 
subsidiaries, one engaged in the generation and 
distribution of electric energy and the other in the 
retail distribution of gas. We do not find, in the 
words of Section 10(c)(1), that this union would be 
“detrimental to ... section 11.” 


Under Section 11(b)(1), a registered holding com- 
pany is limited, subject to an exception not here 
pertinent, to a single integrated public-utility sys- 
tem, electric or gas, not both. As applied to com- 
bining gas and electric utilities, Section 10(c) is 
designed to prevent such holding company from 
engaging, as a consequence of an acquisition, in 
the utility businesses whose retention Section 
11(b)(1) would not permit. But these statutory 
standards have not been so administered by us 
with respect to holding companies subject to 
exemption under Section 3(a). We have, accord- 
ingly, granted such exemptions to holding com- 
panies with combined electric and gas operations.’ 
Nor have we withheld approval under Section 10 
solely because the holding company would be en- 
gaged in both utility businesses, if the holding 
company, as enlarged or extended by the acquisi- 





5 Section 10(c) provides that the Commission shall 
not approve an acquisition (1) that “is detrimental 
to ... section 11,” or (2) unless the Commission 
finds that the acquisition of securities of a public 
utility tends “towards the economical and efficient 
development of an integrated public-utility sys- 
tem.” 


6 Electric and gas utility companies are defined in 
Sections 2(a)(3) and 2(a)(4) of the Act. 


7 Delmarva Power & Light Company, SEC 
____, HCAR No. 19717 (October 19, 1976); Union 
Electric Company, 40 SEC 1072, 1078 (1962); 
Northern States Power Company (Minnesota), 36 
SEC 1, 7-10 (1954); Pacific Gas and Electric 
Company, 10 SEC 39, 54 (1941). 


tion, qualified for an exemption under Section 
3(a).® 


Estacado is not now a holding company, and it 
does not intend to register as such after the mer- 
gers. Estacado states that it will be entitled to an 
exemption under Section 3(a)(1) of the Act® and 
intends to claim such exemption by an appropriate 
filing pursuant to Rule 2 promulgated thereunder. 
Estacado clearly meets the requirements for its 
Claim to the exemption. It and its proposed utility 
subsidiaries are New Mexico corporations, and the 
utility operations are exceptionally local in 
character, all confined within New Mexico. 


Electric and Gas are not strangers to one another, 
and common control of these utility companies will 
not originate with the acquisition. Their stocks are 
closely held and they have been under common 
control for many years. They are linked through 
the gas transport and other services of Llano and 
the cryogenic plant that Minerals built in 1978, and 
they share offices as well as other facilities. In this 
context, and in view of the forthcoming claim for 
exemption pursuant to Rule 2, the approval we are 
granting today is consistent with our prior deci- 
sions. 


Section 10(e) of the Act authorizes us to prescribe 
such terms and conditions to our approval as we 
find necessary or appropriate. Since the Estacado 
stock will be closely held and apparently will not be 
registered under Section 12(g) of the Securities 
Exchange Act of 1934, we have considered im- 
posing a condition to require the filing of annual 
reports and financial statements, corporate and 
consolidated, and in a form showing consolidating 
adjustments. We shall not impose this requirement 
in this proceeding since they will be filed, initially 
and each year thereafter, in connection with the 
claim for exemption under Rule 2. The consolidat- 





8 Union Electric Company, HCAR No. 18368 (April 
10, 1974), aff'd sub nom. City of Cape Girardeau 
v. S.E.C., 521 F.2d 324 (D.C. Cir. 1975). 


® Section 3(a)(1) provides for an exemption for a 
holding company and its public utility subsidiaries 
which “are predominantly intrastate in character 
and carry on their business substantially in a 
single state in which such holding company and 
every such subsidiary company thereof are or- 
ganized.” 
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ing adjustments will disclose annually the amounts 
of intercompany transactions within the system 
and the accounts in which they appear on the rec- 
ords of each company in the system. 


Request for a Hearing 


Rev. F.W. Wells, president of Concerned Citizens 
of Hobbs, New Mexico, filed an appearance and 
objections to the application before us, and re- 
quests that a hearing be held on his objections. 
Our notice of the pending application, giving all 
interested persons an opportunity to object, was 
issued on March 23, 1978. It expired on April 17, 
1978, but Wells’ objections and request for a 
hearing were not filed until March 23, 1979, about 
eleven months later and about six months after the 
record in this proceeding was completed. 


Orderly administration of the Act requires that time 
prescribed in our notices shall be observed. Al- 
though we are not inflexible, we think that the long 
lapse of time in this case, without a valid reason 
for the delay, is not acceptable. We shall, accord- 
ingly, deny the request for a hearing as out of 
time.'° However, we are required to make the 
statutory determinations under Section 10 whether 
or not a hearing is requested. 


We also conclude that the issues presented by him 
are not relevant and a hearing would not serve any 
useful purpose in the resolution of the issues that 
are properly before us under Section 10."' 


In objecting to the approval of the application, he 
states that the principal stockholders have demon- 





10 Middle South Utilities, Inc., 44 SEC 532, 
533-34 (1971), petition for review denied sub 
nom. City of Lafayette v. S.E.C., 481 F.2d 1101 
(D.C. Cir. 1973). 


11 Gulf States Power Co. v. F.P.C., 411 U.S. 747, 
762-763 (1973); Association of Massachusetts 
Consumers, Incoporated v. S.E.C., 516 F.2d 711, 
716 (D.C. Cir. 1975), affig HCAR No. 18149 (Oct. 
31, 1973) and HCAR No. 18254 (Jan. 11, 1974); 
Arkansas Power & Light Company, HCAR No. 
18442 (June 4, 1974); National Propane Corpora- 
tion, HCAR No. 20684 (Aug. 24, 1978); New Eng- 
land Power Company, HCAR No. 18863 (March 
13, 1975). 


1004/SEC DOCKET 


strated a determination to set gas and electric 
prices without regard to the best interests of cus- 
tomers, citing applications for rate increases and 
rate orders. We have no authority over rates, and 
the proper charges to customers by Electric and 
Gas is not an issue under Section 10 of the Act. 
That is within the jurisdiction of the New Mexico 
Public Service Commission. It has held hearings in 
connection with the proposed mergers and has 
approved the issuance of the new stock of the 
successor companies into which Electric and Gas 
are to merge and related transactions.'2 


Rev. Wells had intervened in that case in opposi- 
tion and has appealed the decision of the New 
Mexico Commission. Our approval in this pro- 
ceeding does not preempt the jurisdiction of the 
state regulatory authorities or his appeal in the 
state court. On the contrary, Section 10(f) provides 
that, if state law requires approval by a state 
commission, its approval is as essential as ours for 
a transaction subject to Section 10 of the Act. This 
provision is implemented by our Rule 24(c)(2), 
pursuant to which our order of approval is auto- 
matically terminated if the order of the state com- 
mission is thereafter modified, revoked or other- 
wise terminated. 


One of the issues he would have us hear relates to 
the rate base upon which the appropriate rate of 
return is to be determined. It appears that Gas was 
purchased from previous owners at a price re- 
ported at $551,545 above original cost. That was 
recorded as an acquisition adjustment, and the 
unamortized balance of that premium appears as 
$488,000. Gas has been seeking recognition of 
the premium for rate purposes. According to Wells, 
the New Mexico Commission denied the request 
on February 27, 1978, its ruling was reversed by 
the District Court and Wells has appealed the Dis- 
trict Court’s order to the Supreme Court of New 
Mexico. 


This Commission frequently exercised its authority 
under the Act to require identification and segre- 
gation of acquisition adjustments and the original 





12 New Mexico Electric Service Co., et al., Case 
Nos. 1441 and 1442 (October 27, 1978). It con- 
cluded also that Llano and Minerals were not pub- 
lic utilities and their mergers did not require its ap- 
proval. 





4 & Long-term debt 


cost of utility plants.‘ The acquisition adjustment 
is disclosed in Gas’s financial statements,'4 in the 
same manner as our prior decisions would require. 
But the effect to be given to this item of cost in the 
determination of rates is governed by the laws of 
New Mexico. In this respect, the Act was aimed 
towards disclosure in order to aid the task of rate 
regulators, not to preempt their authority. We have 
no jurisdiction over this issue under Section 10 or 
otherwise. 


Rev. Wells also complains about the cryogenic 
plant installed on the Llano pipeline to extract pro- 
pane and butane from the natural gas that Llano 
transports for Electric and Gas. He asserts that the 
extraction of these by-products have resulted in 
sharp reduction in the Btu content, or heat value, 
of the gas supplied to customers. 


The extraction of by-products from ‘wet gas” is a 
normal practice in the industry, and affects the 





13 American Power & Light Company v. S.E.C., 
158 F.2d 771, 780-85 (1st Cir. 1946); The Lac- 
lede Gas Light Company, 16 SEC 26, 52-53 
(1944); Utah Power & Light Company, 14 SEC 
764, 781-82 (1943); Southern Colorado Power 
Company, 14 SEC 115, 136-38 (1943); Northern 
States Power Company (Minnesota), 9 SEC 731, 
735-37 (1941). 


14 See Appendix 1, infra. 


cost of gas used for utility service. When, as in this 
case, the utility companies are the owners of the 
gas processed in the cryogenic plant, the costs of 
the extraction and the revenues derived from the 
sale of the by-products are factors in the cost of 
utility services on which rates are based. The 
manner in which this kind of complex adjustment is 
to be allowed for, and the ultimate effect on rates, 
including any losses in heat value, are part of the 
ratemaking process and quality of service under 
New Mexico's laws. Rev. Wells is free to pursue 
any remedies these laws provide. The disputes he 
would have us hear are, like the others, not rel- 
evant to any issue before us under the Act. 


IT IS ORDERED, accordingly, that the application, 
as amended, be, and it hereby is, granted effective 
forthwith, subject to the applicable provisions of 
Rule 24; and 


IT IS FURTHER ORDERED that the request for a 
hearing be, and it hereby is, denied. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





APPENDIX 1 


Condensed Balance Sheets 
September 30, 1977 
(000 omitted) 


Electric 
Current assets $ 8,550 
Securities at market 2,911 
Utility plant* 25,035 
Acquisition adjustment* — 
Non-ut!"ty property 1,120 
Amortized debt expense 117 
Other deferrals. 290 


Gas Llano 
$ 478 $ 3,470 


Minerals Adjustment Pro Forma 
$152 $(105) $12,545 

— —_ 158 28 3,097 
2,839 7,253 — 289» 35,416 
488 — — — 488 
— —_ — 1,286 
— 148 —_ 257 
68 — (289) 69 





Total assets $38,023 


Notes payable $ 
Other current liabilities 3,627 
15,440 





$3,873 $10,863 $( 77) $53,158 
$1,551$ — $ — 
768 1,845 (105) 
— 6,145 — 


$1,551 
6,153 
21,585 
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Deferred credits 
Common equity 


2,827 
16,129 


94 
1,460 


407 
2,466 








Total liabilities $38,023 $3,873 $10,863 $476 


*Net of depreciation and amortization. 


493 
(465) 


3,821 
20,048 





$( 77) 


$53,158 


a The consolidation adjustments included elimination of inter-company accounts, revaluation of Mineral’s 
investments to market, and revision of accounting for investment tax credits. Llano and Mineral’s invest- 
ment tax credits were reinstated as deferred credits to conform to the accounting method used by Electric 
and Gas. This adjustment, which also affected the pro forma income, accounts for most of the offsetting 


changes in deferred credits and common equity. 


b Advances for construction of gas lines, $263,330 carried as deferred charges by Electric and $25,613 
carried as prepaid expenses by Gas, reclassified as pipeline utility plant. The table anticipates the reclas- 


sification by shifting the Gas portion from “current assets” to “other deferrals”. 


PRO FORMA CONSOLIDATED INCOME 
(000 omitted) 
Year Ended, March 31, 





1973 1974 1975 1976 
Operating revenues 


1977 


Net operating revenues 
Investment income 
AFUDC 


$ 8,814 $ 10,675 $ 14,330 $ 15,331 $ 23,310 


12 mos. to 
09-30-77 


$ 27,977 





$ 2,210 $ 2,669 $ 3,163 $ 3,016 $ 4,162 
175 337 414 291 325 


23 
95 ( 
18) ( 


12 
47) 
56) 


Miscellanous—net 
Income tax adjustments? ( 
Tax adjusted loss on sale* 


12 
30) ( 


570 
39 
93 


19 178 
70 
154 


$ 4,343 
303 





$ 2,385 $ 3,106 $ 3,486 $ 4,009 
(1,734) 


Interest expense ( 893) (1,238) (1,347) 


$ 4,889 
(2,173) 





Net income 


NET INCOME OF CONSTITUENT COMPANIES 
Fiscal 


Year 
Ended Company 
Llano $ 
Minerals 43 
Adjustment? f 2) 4 
Gas 3 
Electric 1,366 


12-31 
06-30 
03-31 
12-31 
03-31 


101 $ 544 
152 
140) ( 
35 


1,277 


$ 581 $ 
127 
149) 
35 
1,545 


$ 1,492 $ 1,868 $ 2,139 $ 2,275 


183 
101 
11 
140 
1,840 


$ 2,716 


$ 284 
104 

( 35) 
288 
2,075 





$ 1,492 $ 1,868 
@ Allowance for funds used during construction, combining debt and equity portions 
b Income taxes applicable to other income and deductions. 


$ 2,139 $ 2,275 


$ 2,716 


¢ Most of the common stock of Gas was issued in 1975 in exchange for shares of a non-affiliate owned by 
the organizers of Gas, in a tax free transaction. These shares were sold in 1977 on the market at a price 
$264,327 above the market value recorded 1975, but the sale resulted in an income tax liability of 


$364,060 due to the low tax basis of the shares, reducing book equity $99,733. 


4 The accounting for investment tax credit by Llano and Minerals is changed in the consolidated income 


computation to a deferred amortization basis. 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Rel. No. 21107/June 19, 1979 


In the Matter of 


GENERAL PUBLIC UTILITIES CORPORATION 
Parsippany, New Jersey 


JERSEY CENTRAL POWER & LIGHT COMPANY 
Morristown, New Jersey 


METROPOLITAN EDISON COMPANY 
Berks County, Pennsylvania 


PENNSYLVANIA ELECTRIC COMPANY 
Johnstown, Pennsylvania 


(70-6311) 
(70-6151) 
(70-6098) 
(70-5920) 
(70-5432) 


ORDER AUTHORIZING ISSUANCE AND SALE 
OF NOTES BY HOLDING COMPANY, SALE OF 
NOTES BY SUBSIDIARIES AND PLEDGES AND 
GUARANTEES IN CONNECTION THEREWITH 


General Public Utilities Corporation (“GPU”), a 
registered holding company, and its electric utility 
subsidiaries, Jersey Central Power & Light Com- 
pany (‘Jersey Central’), Metropolitan Edison 
Company (‘Met-Ed’”) and Pennsylvania Electric 
Company (‘Penelec’”’), have filed with this Com- 
mission an application-declaration and amend- 


ments thereto pursuant to Sections 6(a), 6(b), 7, 
9(a), 10, 12(b) and 12(d) of the Public Utility 
Holding Company Act of 1935 (“Act”) and Rules 
44, 45, 50(a)(2) and 50(a)(5) promulgated there- 
under concerning the following proposed transac- 
tions. 


Applicants-declarants request authorization to 
issue, sell and renew promissory notes (“Notes’’) 
having a maturity of not more than six months from 
date of issue, from time to time beginning with the 
date of any order issued on connection with this 
filing and ending on September 30, 1981, pursuant 
to loan agreements to be entered into between 
them and certain banks (the “Banks”). Applicants 
have entered into two loan agreements with a 
group of banks. All four applicants are parties to a 
Revolving Credit Agreement described below. 
GPU's term loan agreement, dated November 15, 
1976 (HCAR No. 19778, December 1, 1976, as 
amended HCAR No. 20965, March 21, 1979) with 
certain of the lending banks (‘‘term loan agree- 
ment”) is proposed to be amended to conform to 
the terms of the Revolving Credit Agreement, but 
will continue to be a separate obligation of GPU to 
the original lenders. 


The following table summarizes the short term 
debt balances of each applicant at June 18, 1979, 
the maximum amounts of borrowings authorized 
by the Revolving Credit Agreement and the term 
loan agreement, which will refund all outstanding 
balances, and the maximum short term borrowing 
authorization requested in the applications. It is 
contemplated that amended applications will be 
filed to adjust the maximums authorized by this 
order to those specified in the loan agreements. 


(in millions) 


Balance 
6/18/79 


Loan 
Agreements 


Authorization 


Requested 





Jersey Central 
Met-Ed 
Penelec 
GPU 
Revolving Credit Agreement 
GPU term loan 
Total 


96.4 
43.7 
14.7 


140.0 


32.4 
187.2 
39.0 


SEC DOCKET/1007 





The Revolving Credit Agreement, however, limits 
aggregate borrowings of all four companies to 
$500,000,000 in addition to the $39,000,000 term 
loan, as does the authorization requested. The 
Revolving Credit Agreement is further limited to 
the aggregate amount committed by the par- 
ticipating banks, presently $402,000,000, exclud- 
ing the term loan. Jersey Central has pending be- 
fore this Commission an application in File No. 70- 
-6290 for the issuance and sale of up to 
$75,000,000 of its first mortgage bonds, as to 
which application a notice was issued on June 6, 
1979 (HCAR No. 21084). The Revolving Credit 
Agreement provides that Jersey Central shall 
pledge $50,000,000 principal amount of such 
bonds, less the amount of bonds sold prior to June 
30, 1979, and that the maximum borrowings of 
Jersey Central under the Revolving Credit Agree- 
ment shall be reduced by the principal amount of 
bonds so sold. 


The proposed borrowings shall be subject to cer- 
tain conditions precedent, shall be prepayable 
without penalty in multiples of $5,000,000 and may 
be accelerated in certain events. The Notes will 
bear interest at a rate per annum ranging from 
105% to 111%, depending upon the amount of 
each borrower's outstanding indebtedness, of the 
higher of (1) Citibank’s base rate or (2) one-half of 
one percent above the three-week moving average 
of offering rates for three-month certificate of de- 
posit of major banks. There are no compensating 
balance requirements. A commitment fee of one- 
half of one percent per annum, as well as an 
agent’s fee to cover administrative and other 
costs, are to be paid in connection with the bor- 
rowings. 


GPU will be required to unconditionally guarantee 
the indebtedness of Jersey Central, Met-Ed and 
Pennelec evidenced by the Notes. In addition GPU 
must secure its Notes and its guarantees of its 
subsidiaries’ Notes by a pledge of the common 
stock of Jersey Central, Met-Ed, Penelec and GPU 
Service Corporation (a service company sub- 
sidiary of GPU). GPU requests an exemption from 
the competitive bidding requirements of Rule 50 
for such pledge pursuant to Rule 50(a)(5). 


Jersey Central poses that its Notes under the Re- 
volving Credit Agreement be secured by pledging 
and granting to the Banks a security interest in 
yellowcake and in a certain contract between it 
and Kerr-McGee Nuclear Corporation providing for 
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the conversion and delivery thereof. By order in 
File No. 70-6098 dated May 21, 1979 (HCAR No. 
21054), Jersey Central was authorized to grant 
certain banks a security interest in said yellowcake 
and contract in connection with a portion of its 
short-term borrowings from banks. It is stated that 
upon the effectiveness of the proposed Revolving 
Credit Agreement the security agreement au- 
thorized by the order of May 21, 1979, would be 
cancelled and the related short-term borrowings it 
secured (presently aggregating $24,000,000) 
would be repaid, and Jersey Central would enter 
into an amended and restated security agreement 
granting the security interest for borrowings under 
the Revolving Credit Agreement. 


Met-Ed proposes that its Notes under the Revolv- 
ing Credit Agreement be secured by pledging and 
granting to the Banks a security interest in yellow- 
cake and in a certain contract between it and 
Kerr-McGee Nuclear Corporation providing for the 
conversion and delivery thereof. 


Met-Ed also requests authority to issue and pledge 
its first mortgage bonds to the Banks as security 
for its Notes (“Met-Ed Bonds”). The Met-Ed Bonds 
will mature October 1, 1981, will bear interest at 
the rate of 11% per annum, and will be issued pur- 
suant to the indenture between it and Morgan 
Guaranty Trust Company of New York, Trustee, as 
heretofore supplemented and amended and as to 
be further supplemented and amended by a sup- 
plemental indenture. Met-Ed claims exemption 
from the competitive bidding requirements of Rule 
50 promulgated under the Act for the issuance and 
pledge of the Met-Ed Bonds pursuant to Rule 
50(a)(2). The issuance and pledge of at least 
$40,000,000 is required by the Revolving Credit 
Agreement and Met-Ed requests the issuance and 
pledge of the maximum amount, up to 
$100,000,000, permitted by the terms of its First 
Mortgage bond indenture, as limited by its deben- 
ture indenture and charter. By amendment it is 
proposed that $40,000,000 be authorized and 
jurisdiction reserved as to the balance. 


Jersey Central also requests authority to issue and 
pledge to the Banks as security for its Notes up to 
$50,000,000 principal amount of its first mortgage 
bonds (“Jersey Central Bonds’). The Jersey Cen- 
tral Bonds will mature October 1, 1981, will bear 
interest at the rate of 11% per annum, and will be 
issued pursuant to the indenture between it and 
Citibank, N.A., Trustee, as heretofore 





supplemented and amended and as to be further 
supplemented and amended by a supplemental 
indenture. Jersey Central claims exemption from 
the competitive bidding requirements of Rule 50 
promulgated under the Act for the issuance and 
pledge of the Jersey Central Bonds pursuant to 
Rule 50(a)(2). It is stated that no pledge of the 
Jersey Central Bonds will be required under the 
Revolving Credit Agreement if Jersey Central is- 
sues and sells to persons other than the Banks up 
to $50,000,000 of its first mortgage bonds on or 
prior to June 30, 1979. 


It is stated that the pledge by GPU of the common 
stock of Jersey Central, Met-Ed, Penelec and GPU 
Service Corporation as security for GPU’s Notes 
and its guarantees of its subsidiaries’ Notes under 
the Revolving Credit Agreement would also serve 
as security for (1) the loans to GPU Service Cor- 
poration in File No. 70-6151, which loans are 
guaranteed by GPU, in a principal amount of 
$11,200,000 as of May 25, 1979, and represent 
borrowings from Citibank, N.A., and Hartford Na- 
tional Bank & Trust Company and mature De- 
cember 31, 1979; (2) the loans to GPU Service 
Corporation in File No. 70-5432, which loans are 
guaranteed by GPU, outstanding in a principal 
amount of $4,950,000 as of May 25, 1979, and 
represent borrowings from The Fidelity Bank, 
Philadelphia, Pennsylvania, and mature Sep- 
tember 30, 1984; and (3) the term loan to GPU 
$39,000,000 as of June 8, 1979, represent bor- 
rowings from five commercial banks and are pay- 
able in semi-annual installments of $3,900,000 
each, the last such installment being due De- 
cember 31, 1983. By post-effective amendment in 
File No. 70-5920, GPU requests that the present 
terms of its loan arrangements with the five banks, 
as authorized by order dated March 21, 1979 
(HCAR No. 20965), be revised in the following re- 
spects (i) the interest rate be changed from 106% 
of the respective banks’ prime rate to a rate per 
annum equal to the higher of 108% of the base 
rate of Citibank, N.A., or one-half of one percent 
above the latest three-week moving average of 
offering rates for three-month certificates of de- 
posit or major banks; and (ii) the existing notes to 
the five banks be cancelled and replaced with new 
notes in the like principal amounts, which new 
notes and will mature on October 1, 1981, rather 
than in installments. 


As the result of a major accident on March 28, 
1979, the second unit at their Three Mile Island 


nuclear generating plant, and the concurrent shut 
down of the first unit, the members of the GPU 
system are purchasing large amounts of electric 
energy to supply the needs of their customers. The 
proposed borrowings are for urgent and necessary 
cash requirements of applicants’ operations as 
public utility companies, or, in the case of GPU, as 
the parent. 


The fees and expenses to be incurred in connec- 
tion with the proposed transactions are estimated 
at $278,000, including legal fees of applicants- 
declarants of $118,000 and legal fees of counsel 
to the Banks of $125,800. The Board of Public 
Utilities of the State of New Jersey has authorized 
Jersey Central’s issuance and sale of its Notes, is- 
suance and pledge of the Jersey Central Bonds 
and grant of a security interest in the yellowcake 
and related uranium contract. The Pennsylvania 
Public Utilities Commission has authorized Met- 
Ed’s issuance and pledge of the Met-Ed Bonds 
and Met-Ed’s and Penelec’s issuance and sale of 
their respective Notes. No other state commission 
and no federal commission, other than this Com- 
mission, has jurisdiction over the proposed trans- 
actions. 


Due notice of the filing of said application- 
declaration in File No. 70-6311 has been given in 
the manner prescribed in Rule 23 promulgated 
under the Act (HCAR No. 21066), and no hearing 
has been requested of or ordered by the Commis- 
sion. 


Upon the basis of the facts in the record, it is 
hereby found that the applicable standards of the 
Act and the rules thereunder, including Rule 50, 
are satisfied with respect to each of the transac- 
tions heretofore described, and that no adverse 
findings are necessary; and that it is appropriate in 
the public interest and in the interest of investors 
and consumers that said application-declaration, 
as amended, be granted and permitted to become 
effective: 


IT IS ORDERED, pursuant to the applicable provi- 
sions of the Act and rules thereunder, that said 
application-declaration, as amended, be, and it 
hereby is, granted and permitted to become effec- 
tive forthwith, subject to the terms and conditions 
prescribed in Rule 24 promulgated under the Act, 
except that certificates thereunder shall be filed 
quarterly. 


SEC DOCKET/1009 





IT IS FURTHER ORDERED with respect to the 
stocks being pledged by GPU, the bonds being 
pledged by Jersey Central and the bonds being 
pledged by Met-Ed that in the event of a default 
under the Loan Agreement, neither the stocks nor 
the bonds may be sold or otherwise disposed of by 
the Banks except upon further order of this Com- 
mission. 


IT IS FURTHER ORDERED, pursuant to the appli- 
cable provisions of the Act and rules thereunder, 
that said application-declaration in File No. 70- 
5920, as amended by said post-effective amend- 
ment, be, and it hereby is, granted and permitted 
to become effective forthwith, subject to the terms 
and conditions prescribed in Rule 24 promulgated 
under the Act. 


IT IS FURTHER ORDERED that jurisdiction be, 
and it hereby is, reserved with respect to the is- 
suance and pledge by Met-Ed of its first mortgage 
bonds in excess of $40,000,000. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Rel. No. 21108/June 19, 1979 


In the Matter of 


ALLEGHENY POWER SYSTEM, INC. 
New York, New York 


THE POTOMAC EDISON COMPANY 
Hagerstown, Maryland 


(70-6285) 


ORDER AUTHORIZING PUBLIC UTILITY SUB- 
SIDIARY TO MAKE SUBORDINATED SHORT 
TERM BORROWINGS FROM PARENT HOLDING 
COMPANY 
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Allegheny Power System, Inc. (“APS”), a regis- 
tered holding company, and The Potomac Edison 
Company (‘PE’), a public utility subsidiary of APS, 
have filed an application-declaration and amend- 
ments thereto with this Commission pursuant to 
Sections 6 and 12 of the Public Utility Holding 
Company Act of 1935 (‘Act’) regarding the pro- 
posed transaction. 


It is proposed that APS, for a period not to exceed 
12 months, beginning as soon as appropriate au- 
thorizations from regulatory bodies have been re- 
ceived and ending on June 1, 1980, from time to 
time, will lend and PE will borrow such amounts as 
may be necessary for varying periods of time of 
not less than one day and not more than 270 days 
but not to exceed $30 million outstanding at any 
one time. 


The proposed borrowings will (a) bear interest at a 
rate equal to the actual cost of money to APS of 
obtaining the funds either through the sale of 
commercial paper or through bank borrowings 
pursuant to Commission orders dated September 
21, 1977 and August 24, 1978 (HCAR Nos. 20185 
and 20682), (b) be subordinated to the outstanding 
cumulative preferred stock of PE, (c) be prepay- 
able by PE at any time without premium or penalty 
and (d) be evidenced by notes. PE will not make 
principal or interest payments on the proposed 
borrowings if dividend payments on outstanding 
shares of the cumulative preferred stock are in 
default. 


APS is authorized to have outstanding at any one 
time $130 million of short-term debt until Sep- 
tember 30, 1980, although its authority to issue 
such short-term debt expires on March 31, 1980. 
As of March 15, 1979, APS had about $61 million 
of short-term debt outstanding and it is expected 
that on June 1, 1979 about $90 million of such 
short-term debt will be outstanding. APS plans to 
issue common stock, the precise amount of which 
has not yet been determined, in the summer of 
1979 and should it nevertheless prove necessary 
to do so will seek authority to issue additional 
amounts of short-term debt. APS will pay or pre- 
pay short-term debt incurred for the purposes pro- 
posed herein as soon as practicable upon repay- 
ment by PE. 


PE will repay any monies borrowed from APS from 
time to time from one or more of the following: in- 
ternally generated funds, the proceeds of a federal 





income tax refund expected to aggregate between 
$10 and $12 million (expected to be received prior 
to the end of 1979), the proceeds of the sale of 
first mortgage bonds expected to be sold in the 
third quarter of 1979 and the proceeds of the sale 
of such other securities, including additional com- 
mon stock to its parent, as this Commission and 
other regulatory authorities having jurisdiction may 
authorize. 


As stated above, the cost to PE of the borrowings 
proposed herein would be equal to the cost of 
short-term debt to APS. The commercial paper is- 
sued by APS is rated P-1 and is sold to a dealer in 
commercial paper at a discount not in excess of 
the discount rate per annum prevailing at the time 
for issuance of commercial paper of comparable 
quality and of the particular maturity. Pursuant to 
the Commission’s orders of September 21, 1977 
and August 24, 1978 (HCAR Nos. 20183 and 
20682, respectively), APS may only issue com- 
mercial paper notes if (1) the interest cost thereof 
is equal to or less than the effective interest cost at 
which APS could borrow the same amount from 
certain banks identified in that order, or (2) APS 
cannot at that time borrow the same amount for 
the same period of time from such banks. PE’s 
commercial paper is rated P-2 and the arrange- 
ments for the sale of its commercial paper are 
substantially the same as those for APS. 


APS generally borrows from banks at the prime or 
equivalent interest rate of the bank at which the 
borrowing is made in effect at the time of issuance, 
or in effect from time to time, or in some instances 
at a lower rate pursuant to special arrangements. 
The prime or equivalent rate as of March 15, 1979 
varied between 11-% and 11-%4% depending on 
the bank. APS and its subsidiaries regularly 
maintain balances at all of the banks named to 
meet regular operating requirements although the 
amounts of such balances will vary from time to 
time. Balances required to support lines of credit 
and loans are generally either on the basis of a 
percentage of the lines of credit extended by the 
bank (for example, 10%) or a higher percentage 
(for example 20%) of notes outstanding, whichever 
is greater or a percentage of the line of credit (for 
example, 10%) plus a percentage (for example, 
10%) of notes outstanding in every case on an av- 
erage annual basis. If such balances were main- 
tained solely to fulfill compensating balance re- 
quirements for borrowings, the effective interest 
cost to APS of issuing and selling notes would be 


no more than 14.68% of a prime rate of 11-34% and 
15% with a prime rate of 12%. In some instances 
fees can be substituted for or used in conjunction 
with lower compensating balances than those de- 
scribed. In some cases fees equal to a specific 
percentage of the prime rate are involved while in 
others a combination of a fee equal to 2-2% of 
prime and a 5% balance requirement of the line of 
credit is required. APS uses the substitute fee ar- 
rangements only if the effective cost thereof is less 
than the cost of the compensating balance ar- 
rangement in effect at that bank at that time. The 
fee arrangements produce an effective interest 
cost of between 13.35% and 14.05% on the basis 
of a prime rate of 11-3%4- and between 13.63% and 
14.35% on the basis of a prime rate of 12%. Simi- 
lar arrangements are applicable to PE when it bor- 
rows from banks directly. As a result the cost to 
PE of borrowing funds from APS under the pro- 
posed arrangement would be substantially the 
same or less than the cost of PE’s borrowing funds 
directly. 


It is stated that the fees, commissions and ex- 
penses to be incurred in connection with the pro- 
posed transactions are estimated at $4,000. The 
Public Service Commission of West Virginia and 
the State Corporate Commission of Virginia have 
authorized the proposed transactions. It is stated 
that no other state or federal commission, other 
than this Commission, has jurisdiction over the 
proposed transactions. 


Due notice of the filing of said application- 
declaration has been given in the manner pre- 
scribed in Rule 23 promulgated under the Act 
(HCAR No. 21025), and no hearing has been re- 
quested of or ordered by the Commission. Upon 
the basis of the facts in the record, it is hereby 
found that the applicable standards of the Act and 
the rules thereunder are satisfied and that no ad- 
verse findings are necessary; and that it is appro- 
priate in the public interest and in the interest of 
investors and consumers that said application- 
declaration, as amended, be granted and per- 
mitted to become effective: 


IT IS ORDERED, pursuant to the applicable provi- 
sions of the Act and rules thereunder, that said 
application-declaration, as amended, be, and it 
hereby is, granted and permitted to become effec- 
tive forthwith, subject to the terms and conditions 
prescribed in Rule 24 promulgated under the Act. 
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For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21109/June 20, 1979 


In the matter of 


PUBLIC SERVICE COMPANY OF OKLAHOMA 
P.O. Box 201 
Tulsa, Oklahoma 74102 


TRANSOK PIPE LINE COMPANY 
P.O. Box 3008 
Tulsa, Oklahoma 74101 


(70-5648) 


NOTICE OF PROPOSED EXTENSION OF AU- 
THORIZATION TO MAKE LOANS FROM PAR- 
ENT COMPANY TO SUBSIDIARY PIPELINE 
COMPANY 


NOTICE IS HEREBY GIVEN that Public Service 
Company of Oklahoma (“PSO”), an electric utility 
subsidiary of Central and South West Corporation 
(“CSW”), a registered holding company, and 
Transok Pipe Line Company (‘“Transok’’), a sub- 
sidiary pipeline company of PSO, have filed a 
post-effective amendment to their application- 
declaration, previously filed with this Commission 
pursuant to the Public Utility Holding Company Act 
of 1935 (‘Act’), designating Sections 6(a), 7, 9(a), 
10, 12(b) and 12(f) of the Act, and Rules 43 and 45 
promulgated thereunder, as applicable to the pro- 
posed transaction. All interested persons are re- 
ferred to the application-declaration, as amended 
by the post-effective amendment, which is sum- 
marized below, for a complete statement of the 
proposed transaction. 


By an order issued November 17, 1977, (HCAR 
No. 20260), PSO was authorized to make short 
term loans to Transok in an aggregate principal 
amount outstanding at any one time not to exceed 
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$21,000,000, such loans to mature not later than 
June 30, 1979. 


PSO and Transok in this post-effective amend- 
ment propose that the Commission (i) extend the 
authorization for short-term borrowings to Transok 
by PSO through December 31, 1980, (ii) increase 
the aggregate limitation on such borrowings to 
$35,500,000 and (iii) amend the interest rate ap- 
plicable to such borrowings. 


PSO and Transok state that the short-term loans 
will be used to finance Transok’s continuing con- 
struction program, to add to Transok’s general 
working funds and, if necessary, to retire 
Transok’s First Mortgage Pipe Line Bonds, due 
November 1, 1980. 


The interest rate currently applicable on any one 
day to Transok’s outstanding borrowings from 
PSO is equal to the daily average interest rate 
then being paid by PSO for its short-term borrow- 
ings. If at any time PSO has no short-term bor- 
rowings outstanding, the loans bear interest at the 
prime rate for commercial loans then in effect at 
the First National Bank and Trust Company of 
Tulsa. 


The prime rate at the First National Bank and Trust 
Company of Tulsa has not been representative of 
PSO’s actual borrowing costs. In order to provide 
an interest rate more representative of PSO’s ac- 
tual borrowing costs during periods when PSO has 
no short-term borrowings outstanding, Transok re- 
quests that loans to it from PSO during such 
periods bear interest at the rate published in The 
Wall Street Journal for commercial paper placed 
directly by a major finance company and having 
terms most nearly equal to the terms of the loans. 


It is stated that the fees and expenses to be in- 
curred in connection with the proposed transaction 
are estimated at $600, including legal fees of 
$500. It is stated that no state commission and no 
federal commission, other than this Commission, 
has jurisdiction with respect to the proposed 
transaction. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than July 12, 1979, request 
in writing that a hearing be held on such matter, 
stating the nature of his interest, the reasons of 
such request, and the issues of fact or law raised 





by said post-effective amendment to the 
application-declaration, as amended, which he de- 
sires to controvert; or he may request that he be 
notified if the Commission should order a hearing 
thereon. Any such request should be addressed: 
Secretary, Securities and Exchange Commission, 
Washington, D.C. 20549. A copy of such request 
should be served personally or by mail upon the 
applicants-declarants at the above-stated ad- 
dresses and proof of service (by affidavit or, in 
case of an attorney at law, by certificate) should be 
filed with the request. At any time after said date, 
the application-declaration, as amended by the 
post-effective amendment or as it may be further 
amended, may be granted and permitted to be- 
come effective as provided in Rule 23 of the Gen- 
eral Rules and Regulations promulgated under the 
Act, or the Commission may grant exemption from 
such rules as provided in Rules 20(a) and 100 
thereof or take such other action as it may deem 
appropriate. Persons who request a hearing or ad- 
vice as to whether a hearing is ordered will receive 
any notices and orders issued in this matter, in- 
cluding the date of the hearing (if ordered) and any 
postponements thereof. 


For the Commission, by the Division of Corporate 


Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21110/June 20, 1979 


In the Matter of 


MONONGAHELA POWER COMPANY 
Fairmont, West Virginia 


THE POTOMAC EDISON COMPANY 
Hagerstown, Maryland 


WEST PENN POWER COMPANY 
Greensburg, Pennsylvania 


: é€ (70-6299) 


ORDER AUTHORIZING ISSUANCE AND SALE 
OF SHORT-TERM NOTES TO BANKS AND TO 
COMMERCIAL PAPER DEALER AND EXCEP- 
TION FROM COMPETITIVE BIDDING; RESER- 
VATION OF JURISDICTION 


Monongahela Power Company (“Monongahela”), 
The Potomac Edison Company (“Potomac”), and 
West Penn Power Company (‘‘West Penn”), each 
a wholly-owned electric utility subsidiary of Al- 
legheny Power System, Inc. (‘Allegheny’), a reg- 
istered holding company, have filed an application 
and amendments thereto with this Commission 
pursuant to Section 6(b) of the Public Utility Hold- 
ing Company Act of 1935 (‘‘Act’’), and Rule 
50(a)(5) promulgated thereunder regarding the 
following transactions. 


Monongahela, Potomac, and West Penn (collec- 
tively, the “Companies”), propose to issue, reis- 
sue, sell and renew short-term notes to banks and 
commercial paper to provide short-term funds for 
the period July 1, 1979 through December 31, 
1980. It is stated that the notes and commercial 
paper will be issued, reissued, sold and renewed 
from time to time as funds may be required prior to 
December 31, 1980, provided that no such notes 
or commercial paper will mature after April 1, 
1981. Accordingly, the Companies hereby request 
that, from the date of the granting of the applica- 
tion filed in this matter to December 31, 1980, the 
exemption from the provisions of Section 6(a) of 
the Act afforded to each by the first sentence of 
Section 6(b) thereof be increased to the extent 
necessary to permit the issuance and sale of notes 
to banks and commercial paper to dealers in 
commercial paper in an aggregate amount not to 
exceed $58,000,000 in the case of Monongahela, 
$54,000,000 in the case of Potomac, and 
$92,000,000 in the case of West Penn. 


Each note payable to a bank will be dated as of 
the date of the borrowing which it evidences, will 
mature not more than two hundred-seventy (270) 
days after the date of issuance or renewal thereof, 
will bear interest at the prime or comparable inter- 
est rate of the bank from which the borrowing is 
made. In effect at the time of issuance, or in effect 
from time to time, and will be prepayable at any 
time without premium or penalty. The name or 
names of the banks from which such borrowings 
are proposed to be effected (maximum $275 mil- 
lion for all Companies outstanding at any one time) 
and the maximum aggregate principal amount of 
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loans which may be outstanding from each such 
bank to any one or more of the Companies, in- 
cluding Allegheny, are as follows: 


Citibank, N.A. 

The Chemical Bank 
Mellon Bank, N.A. 
Pittsburgh National Bank 
Manufacturers Hanover 
Trust Co. 

Irving Trust 

Chase Manhattan Bank, 
N.A. 


65,000,000 
30,000,000 
70,000,000 
17,500,000 


85,000,000 
5,000,000 


2,500,000 
$275,000,000 


No commitment or agreement has been made with 
respect to any of the proposed borrowings. The 
maximum amount of such borrowings at any one 
time outstanding will not, when taken together with 
any commercial paper then outstanding, be in ex- 
cess of $58 million in the case of Monongahela, 
$92 million in the case of West Penn, and $54 mil- 
lion in the case of Potomac, in each case including 
any notes or commercial paper which may be out- 
standing pursuant to Commission orders dated 
December 28, 1977, August 24, 1978, December 
14, 1978 and February 18, 1979 (HCAR No. 
20343, 20683, 20830 and 20924, respectively). It 
is stated that on July 1, 1979, Monongahela, 
Potomac and West Penn will be expected to have 
about $12,500,000, $49,000,000 and $76,000,000 
of short-term debt outstanding, respectively, pur- 
suant to these orders. Balances are maintained by 
one or more of the system companies at all of the 
above-mentioned banks to meet regular operating 
requirements as well as, when necessary, in con- 
nection with these lines of credit. It is stated that 
compensating cash balance requirements are 
generally either on the basis of a percentage of the 
line of credit extended by such bank (for example 
10%), or a higher percentage of notes outstanding 
(for example 20%), whichever is greater, or a per- 
centage of the line of credit (for example 10%) 
plus a percentage (for example 10%) of notes out- 
standing, in each case on an average annual 
basis. If such balances were maintained solely to 
fulfill compensating balance requirements for bor- 
rowings, the effective interest cost of issuing and 
selling the notes would be no more than 14.68% on 
the basis of a prime rate of 11.75%. 


Certain of the banks listed above have offered to 
substitute fees for, or to be used in conjunction 
with lower compensating balances than those set 
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forth above. The fee arrangements vary. In some 
cases, fees equal to a specific percentage of the 
prime commercial rate (for example 8-12% of the 
prime commercial rate) are involved, while in 
another instance the arrangement provides that 
balances be maintained equal to 5% of the line of 
credit with an additional fee of 2-/2% of the prime 
payable, rather than more burdensome balance 
arrangements. The Companies would not utilize 
the fee arrangements unless the effective cost 
thereof is less than the compensating balance ar- 
rangement in effect at that bank at that time. The 
proposed fee arrangements produce an effective 
interest cost of issuing and selling the notes of 
between 13.35 and 14.05% on the basis of a prime 
rate of 11.75% rather than the 14.68% effective 
cost resulting from meeting compensating balance 
requirements set forth above. 


The commercial paper will be in the form of prom- 
issory notes in denominations of not less than 
$50,000 nor more than $5,000,000, will be of var- 
ying maturities. with no maturity more than 270 
days after the date of issue, and will not be pre- 
payable prior to maturity. The commercial paper 
notes will be sold by each of the Companies di- 
rectly to the dealer, at a discount not in excess of 
the discount rate per annum prevailing at the time 
of issuance for commercial paper of comparable 
quality and of the particular maturity sold by is- 
suers to dealers in commercial paper. The dealer 
may reoffer the commercial paper at a discount 
rate of % of 1% per annum less than the discount 
rate to Monongahela, Potomac or West Penn. 
Monongahela, Potomac and West Penn may issue 
commercial paper notes if (1) the interest cost 
thereof is equal to or less than the effective inter- 
est cost at which such company could borrow the 
same amount from the banks named herein at that 
time or (2) such company cannot at that time bor- 
row the same amount for the same period of time 
from banks named herein. The dealer will reoffer 
the commercial paper notes to not more than 200 
of its commercial and industrial customers, iden- 
tified and designated in a list for each company 
(nonpublic) prepared in advance. It is expected 
that the commercial paper notes will be held by the 
dealer's customers to maturity, but if the custom- 
ers wish to resell prior to maturity, the dealer, pur- 
suant to a verbal repurchase agreement, will re- 
purchase the notes and reoffer them to others on 
said list. Exemption from the competitive bidding 
requirements of Rule 50 is requested for the pro- 
posed issuance and sale of commercial paper pur- 
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suant to paragraph (a)(5) thereof, since it is not 
practicable to invite competitive bids for commer- 
cial paper and current rates for commercial paper 
for prime borrowers such as the Companies are 
published daily in financial publications. The Com- 
panies also request authority to file certificates 
under Rule 24 with respect to the issuance and 
sale of commercial paper on a quarterly basis. 


It is stated that the proceeds from the issuance 
and sale of the proposed short term borrowings 
will be used by each of the companies to reim- 
burse its corporate treasury for past expenditures 
made in connection with its construction program, 
to pay part of the cost of future construction and 
for other corporate purposes. The estimated gross 
construction expenditures are estimated to total 
$70.4 million in 1979 and $70.6 million in 1980 in 
the case of Monongahela, $68 million in 1979 and 
$102 million in 1980 in the case of Potomac, and 
$121 million in 1979 and $128 million in 1980 in 
the case of West Penn. 


Unless otherwise authorized by this Commission, 
any short-term debt outstanding hereunder after 
December 31, 1980, will be retired by each of such 
companies having such short-term debt oustand- 
ing not later than April 1, 1981, from internal cash 
resources of, or sale of permanent debt, preferred 
stock or common stock or such other securities as 
the Commission and other regulatory authorities 
having jurisdiction may authorize. 


The fees and expenses to be incurred by the com- 
panies in connection with the proposed transaction 
are estimated to be approximately $32,400, in- 
cluding credit rating fees of $30,000. The State 
Corporation Commission of Virginia has issued an 
order approving the issuance and sale by Potomac 
of the short-term debt. No other state commission 
and no federal commission, other than this Com- 
mission, has jurisdiction over the proposed trans- 
actions. 


Due notice of the filing of said application has 
been given in the manner prescribed in Rule 23 
promulgated under the Act (HCAR No. 21027), 
and no hearing has been requested of or ordered 
by the Commission. Upon the basis of the facts in 
the record, it is hereby found that the applicable 
standards of the Act and the rules thereunder are 
satisfied and that no adverse findings are neces- 
sary; and that it is appropriate in the public interest 
and in the interest of investors and consumers that 


said application, as amended, be granted. With re- 
spect to those portions of the application relating 
to borrowings of Monongahela and West Penn, 
upon the basis of the facts in the record, it is 
hereby found that the maximum aggregate amount 
at any one time outstanding of notes to banks or 
dealers in commercial paper justified at this time is 
$53 million in the case of Monongahela and $72 
million by West Penn, and that the applicable 
standards of the Act and the rules thereunder are 
satisfied and that, no adverse finding are neces- 
sary with respect to these amounts, and that it is 
appropriate in the public interest and in the interest 
of investors and consumers that to the extent 
hereby justified, said portion of the application, as 
amended, be granted: 


IT IS ORDERED, pursuant to the applicable provi- 
sions of the Act and rules thereunder, that said 
application, as amended, be, and it hereby is, 
granted, effective forthwith, subject to the terms 
and conditions prescribed in Rule 24 promulgated 
under the Act. 


IT IS FURTHER ORDERED, that jurisdiction be 
reserved with respect to that portion of the bor- 
rowings requested by Monongahela in excess of a 
maximum aggregate amount of $53 million and by 
West Penn in excess of a maximum aggregate 
amount of $72 million, at any one time outstand- 
ing, of notes to banks and dealers in commercial 
paper. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY OF 1935 
Release No. 21111/June 20, 1979 


In the Matter of 
NATIONAL FUEL GAS COMPANY 
30 Rockefeller Plaza 


New York, New York 10020 
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NATIONAL FUEL GAS DISTRIBUTION CORPO- 
RATION 


10 Lafayette Square 
Buffalo, New York 14203 


(70-6324) 


NOTICE OF PROPOSED ISSUANCE AND SALE 
AT COMPETITIVE BIDDING OF SINKING FUND 
DEBENTURES BY HOLDING COMPANY AND 
LOAN TO SUBSIDIARY 


NOTICE IS HEREBY GIVEN that National Fuel 
Gas Company (‘National’), a registered holding 
company, and its wholly owned subsidiary com- 
pany, National Fuel Gas Distribution Corporation 
(‘‘Distribution Corporation’’) have filed an 
application-declaration with this Commission pur- 
suant to the Public Utility Holding Company Act of 
1935 (‘Act’) designating Sections 6(a), 7, 9(a), 
10, 12(b) and 12(f) of the Act and Rules 23, 42, 43, 
45 and 50 promulgated thereunder as applicable 
to the proposed transaction. All interested persons 
are referred to the application-declaration, which is 
summarized below, for a complete statement of 
the proposed transactions. 


National proposes to issue and sell at competitive 
bidding to the public in August 1979 not to exceed 
$40,000,000 principal amount of its % Sinking 
Fund Debentures, Series due 1999 (‘‘Deben- 
tures’). The price paid to National exclusive of ac- 
crued interest, if any, shall be not less than 99%, 
nor more than 102% of the principal amount 
thereof. The debentures will be issued under an 
Indenture dated as of October 15, 1974, as 
heretofore supplemented, and as it will be 
supplemented by a proposed Second Supple- 
mental Indenture thereto. 


The proposed Second Supplemental Indenture will 
provide that none of the Debentures shall be re- 
deemed prior to the 1st day of August 1984, if 
such redemption is for the purpose or in anticipa- 
tion of refunding the Debentures through the use 
directly or indirectly of funds borrowed by National 
at an effective interest cost to the Company (cal- 
culated in accordance with generally acceptable 
financial practice) of less than the effective interest 
cost of the Debentures. Otherwise, the Debentures 
will be redeemable in whole or in part, at any time 
or times, at the option of National, on 30 days 
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notice, upon payment of the applicable percentage 
of the principal amount so redeemed, together in 
each case with interest accrued thereon to the re- 
demption date. A sinking fund will be provided to 
redeem $2,650,000 of the Debentures on or before 
August 1 of each year, commencing with the year 
1985 to and including the year 1998. The balance 
of the Debentures will be redeemed on or before 
August 1, 1999. 


From the proceeds of sale of the Debentures, Na- 
tional proposes to prepay a $4,500,000 short-term 
unsecured note held by Chase Manhattan Bank, 
N.A. (‘Chase’) and described more fully in this 
Commission’s order dated March 26, 1979 (HCAR 
No. 20974), and National also proposes to lend 
$35,500,000 to Distribution Corporation in ex- 
change for long-term unsecured notes issued by 
Distribution Corporation. Such notes will be dated 
as of the date of issue, will bear interest payable 
semiannually at the effective interest cost of the 
Debentures rounded to the next highest multiple of 
1/10 of 1%, will mature serially, one year in ad- 
vance of the related sinking fund obligation for the 
Debentures, and will be prepayable at any time, in 
whole or in part, without penalty or premium. Dis- 
tribution Corporation proposes to use the proceeds 
from the sale of such notes to prepay a 
$14,000,000 short-term unsecured note held by 
National as described more fully in this Commis- 
sion’s order dated May 9, 1978 (HCAR No. 
20540), and National will then use such 
$14,000,000 to prepay an equal amount of its 
short-term notes held by Chase; Distribution Cor- 
poration proposes to use the balance of the loan 
($21,500,000) for its 1979 construction program. 


A statement of the fees, commissions and ex- 
penses to be incurred in connection with the pro- 
posed transaction will be filed by amendment. The 
Public Service Commission of New York and the 
Pennsylvania Public Utility Commission have 
jurisdiction over the issuance and sale of certain 
notes by National Fuel Gas Distribution Corpora- 
tion. No federal commission and no other state 
commission, other than this Commission, has 
jurisdiction over the proposed transactions. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than July 19, 1979, request 
in writing that a hearing be held on such matter, 
stating the nature of his interest, the reasons for 
such request, and the issues of fact or law raised 
by the filing which he desires to controver:; or he 





may request that he be notified if the Commission 
should order a hearing thereon. Any such request 
should be addressed: Secretary, Securities and 
Exchange Commission, Washington, D.C. 20549. 
A copy of such request should be served person- 
ally or by mail upon the applicants-declarants at 
the above-stated address, and proof of service (by 
affidavit or, in case of an attorney at law, by certifi- 
cate) should be filed with the request. At any time 
after said date, the application-declaration, as filed 
or as it may be amended, may be granted and 
permitted to become effective as provided in Rule 
23 of the General Rules and Regulations promul- 
gated under the Act, or the Commission may grant 
exemption from such rules as provided in Rules 
20(a) and 100 thereof or take such other action as 
it may deem appropriate. Persons who request a 
hearing or advice as to whether a hearing is or- 
dered will receive any notices or orders issued in 
this matter, including the date of the hearing (if or- 
dered) and any postponements thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21112/June 20, 1979 


In the Matter of 


CONSOLIDATED NATURAL GAS COMPANY 
New York, New York 


(70-5799) 


SUPPLEMENTAL ORDER EXTENDING PERIOD 
FOR ISSUANCE OF COMMON STOCK 


Consolidated Natural Gas Company (‘‘Consoli- 
dated”), a registered holding company, has filed 
with this Commission a post-effective amendment 
to the declaration in this proceeding pursuant to 
Sections 6(a) and 7 of the Public Utility Holding 
Company Act of 1935 (‘‘Act’) regarding the fol- 


; & lowing proposed transactions. 


By supplemental orders in this proceeding dated 
July 19, 1976, and March 14, 1978 (HCAR Nos. 
19616 and 20502, respectively), the Commission 
authorized Consolidated until December 31, 1979, 
to issue and sell up to an aggregate of 750,000 
shares of common stock, $8 par value, to its Divi- 
dend Reinvestment Plan (‘“‘DRP”) and to the trus- 
tees of the Employee Stock Ownership Plan 
(“ESOP”). Consolidated now seeks to extend to 
June 30, 1980, the authorization to issue and sell 
the remainder of said 750,000 shares of its Com- 
mon Stock, $8 par value, to the DRP agents and 
ESPO trustees. It is stated that as of February 20, 
1979, 522,315 shares had been issued to the DRP 
and ESOP and that approximately 30,000 shares 
are expected to remain unissued at December 31, 
1979. 


No state commission and no federal commission, 
other than this Commission, has jurisdiction over 
the proposed transactions. 


Due notice of the filing of said post-effective 
amendment to the declaration has been given in 
the manner prescribed in Rule 23 promulgated 
under the Act (HCAR No. 21059), and no hearing 
has been requested of or ordered by the Commis- 
sion. Upon the basis of the facts in the record, it is 
hereby found that the applicable standards of the 
Act and the rules thereunder are satisfied and that 
no adverse findings are necessary; and that it is 
appropriate in the public interest and in the interest 
of investors and consumers that said declaration, 
as amended by said post-effective amendment, be 
permitted to become effective: 


IT IS ORDERED, pursuant to the applicable provi- 
sions of the Act and rules thereunder, that said 
declaration, as amended by said post-effective 
amendment, be, and it hereby is, permitted to be- 
come effective forthwith, subject to the terms and 
conditions prescribed in Rule 24 promulgated 
under the Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21113/June 20, 1979 


In the Matter of 


LOUISIANA POWER & LIGHT COMPANY 
New Orleans, Louisiana 


(70-6316) 


ORDER AUTHORIZING CHARTER AMEND- 
MENTS REGARDING PREFERRED AND COM- 
MON STOCK 


Louisiana Power and Light Company 
(“Louisiana”), an electric utility subsidiary of Mid- 
dle South Utilities, Inc. (“Middle South”), a regis- 
tered holding company, has filed a declaration with 
this Commission pursuant to Sections 6(a) and 7 
of the Public Utility Holding Company Act of 1935 
(“Act”) regarding the following proposed transac- 
tions. 


Under its Articles of Incorporation, as heretofore 
amended (‘Charter’), Louisiana is authorized to 
have outstanding only one class of preferred stock 
consisting of 2,055,000 shares having a par value 
of $100 per share (“$100 Preferred Stock’), of 
which 1,455,000 shares have been issued in 
twelve series and are presently outstanding and 
600,000 authorized but unissued shares remain 
available for issuance. Louisiana’s Charter also 
authorizes 100,000,000 shares of common stock 
without nominal or par value, of which 61,352,000 
shares have been issued and are outstanding, all 
owned by Middle South, and 88,648,000 au- 
thorized but unissued shares remain available for 
issuance. 


The declaration states that, because its Charter 
Goes not provide therefor, Louisiana is unable to 
take advantage of a market for preferred stock 
having a par value of $25 per share. The company 
believes that its ability to sell preferred stock on 
favorable terms would be strengthened by the cre- 
ation of a new class of preferred stock having a 
par value of $25 per share, thus enabling it to 
issue and sell preferred stock having a par value 
of either $25 per share or $100 per share de- 
pending on market conditions at the time of sale. 
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Louisiana therefore proposes to amend its Charter 
to provide for 12,000,000 shares of a new class of 
preferred stock having a par value of $25 per 
share ($25 Preferred Stock’) and to increase the 
authorized number of shares of $100 Preferred 
Stock from 2,055,000 shares to 4,500,000 shares, 
thereby providing authorization for 3,045,000 
shares of $100 Preferred Stock over and above 
the 1,455,000 shares thereof presently issued and 
outstanding. Assuming that, due to future market 
conditions, the company were to issue only one 
class of preferred stock over approximately the 
next three years and that earnings coverages do 
not limit the amounts of preferred stock financing 
contemplated by the company, Louisiana esti- 
mates that the shares of such class so authorized 
and available for issuance would be exhausted in 
approximately three years. 


At the same time, Louisiana proposes further to 
amend its Charter to increase the authorized 
number of shares of its common stock from 
100,000,000 shares to 150,000,000 shares, 
thereby providing authorization for 88,648,000 
shares of such stock over and above the 
61,352,000 thereof presently issued and out- 
standing. The company estimates that the shares 
of common stock so authorized and available for 
issuance would be exhausted in approximately five 
years and believes it would be desirable to provide 
for this additional common stock at this time. 


Finally, Louisiana proposes further to amend its 
Charter to eliminate therefrom certain ‘‘dead- 
wood”, consisting of language relating to redemp- 
tions and restrictions on redemptions of certain 
series of the company’s presently outstanding 
preferred stock during periods of time which are 
now past. 


Upon the amendment of the company’s Charter as 
proposed herein, the $100 Preferred Stock and the 
$25 Preferred Stock would be of equal rank and, 
except as to matters relating to par value, certain 
voting rights (including matters relating to quorums 
and adjournments), and variations between the re- 
spective series thereof, would confer equal rights 
upon the holders thereof. Each class of preferred 
stock would be issuable in series from time to 
time. Generally, the voting rights of the $100 Pre- 
ferred Stock would be one vote per share and the 
voting rights of the $25 Preferred Stock would be 
one quarter vote per share. 





The proposed Charter amendments will require 
favorable action by Middle South as holder and 
owner of all of the outstanding common stock of 
Louisiana, which is the only stock of the company 
entitled to vote on the matter. Middle South has 
indicated its willingness to take such action. 


Louisiana’s construction program contemplates 
expenditures of approximately $268,600,000 in 
1979, and the company estimates that its con- 
struction expenditures will amount to approxi- 
mately $289,000,000 in 1980 and $280,000,000 in 
1981 (in each case, excluding nuclear fuel ex- 
penditures). A major portion of these funds is ex- 
pected to be obtained from external sources 
through the sale of securities, including preferred 
stock. 


No state commission and no federal commission, 
other than this Commission, has jurisdiction over 
the proposed transaction. 


Due notice of the filing of said declaration has 
been given in the manner prescribed in Rule 23 
promulgated under the Act (HCAR No. 21057), 
and no hearing has been requested of or ordered 
by the Commission. Upon the basis of the facts in 
the record, it is hereby found that the applicable 
standards of the Act and the rules thereunder are 
satisfied and that no adverse findings are neces- 
sary; and that it is appropriate in the public interest 
and in the interest of investors and consumers that 
said declaration be permitted to become effective: 


IT iS ORDERED, pursuant to the applicable provi- 
sions of the Act and rules thereunder, that said 
declaration be, and it hereby is, permitted to. be- 
come effective forthwith, subject to the terms and 
conditions prescribed in Rule 24 promulgated 
under the Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21114/June 21, 1979 


In the Matter of 


NORTHEAST UTILITIES 
West Springfield, Massachusetts 


(70-6309) 


ORDER AUTHORIZING ISSUANCE AND SALE 
OF COMMON STOCK PURSUANT TO A DIVI- 
DEND REINVESTMENT AND COMMON SHARE 
PURCHASE PLAN 


Northeast Utilities (‘northeast’), a registered 
holding company, has filed an application- 
declaration and amendments thereto with this 
Commission pursuant to Sections 6 and 7 of the 
Public Utility Holding Company Act of 1935 (‘Act’) 
and Rule 50(a)(5) promulgated thereunder re- 
garding the proposed transaction. 


Pursuant to prior orders of the Commission, 
Northeast has been authorized to issue and sell up 
to 4,000,000 of its authorized but unissued com- 
mon shares, $5 par value, pursuant to its Dividend 
Reinvestment and Common share Purchase Plan 
adopted in 1974, as amended (“Plan”). As of April 
15, 1979, Northeast has issued and sold 
3,999,275 of its authorized common shares pur- 
suant to the Plan. Northeast now proposes to 
issue and sell from time to time up to June 30, 
1981 the 725 shares remaining from the 4,000,000 
shares previously authorized, plus a maximum of 
3,000,000 additional authorized but unissued 
shares (the “Additional Common Shares’) 


As of April 15, 1979, the proceeds from the sale of 
the 3,999,275 shares sold pursuant to the Plan 
(approximately $40,000,000) have been applied to 
the repayment of short-term borrowings incurred 
for capital contributions or advances to Northeast’s 
subsidiaries to finance the cost of the continuing 
construction program of Northeast Utilities system. 
The proceeds from the sale of the balance of the 
shares pursuant to the revised Plan (estimated at 
approximately $18,000,000, assuming all of the 
remaining 3,000,725 Additional Common Shares 
are sold at a price of $9 per share) will be added to 
the general funds of Northeast and will be used to 
make loans or capital contributions to Northeast’s 
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subsidiaries and to repay Northeast’s short term 
indebtedness. 


The Plan as amended, has been revised to (a) add 
features which will replace the present Northeast 
Utilities system Employee Stock Purchase Plan 
adopted in 1966 which has heretofore enabled 
employees to purchase shares of the Company in 
the open market through Advest Co.; and (b) to 
provide for optional cash purchases of shares on a 
monthly basis. Effective July 23, 1979, the Advest 
program will be terminated and all employees par- 
ticipating in that program will be automatically 
transferred to the Plan. Shares currently held by 
Advest will also be transferred to the Plan. 


The fees, commissions and expenses to be in- 
curred in connection with the proposed transaction 
are estimated at $258,400, including agents’ fees 
of $200,000 and legal fees of $16,000. It is stated 
that no state or federal commission, other than this 
Commission, has jurisdiction over the proposed 
transaction. 


Due notice of the filing of said application- 
declaration has been given in the manner pre- 
scribed in Rule 23 promulgated under the Act 
(HCAR No. 21064), and no hearing has been re- 
quested of or ordered by the Commission. Upon 
the basis of the facts in the record, it is hereby 
found that the applicable standards of the Act and 
the rules thereunder are satisfied and that no ad- 
verse findings are necessary; and that it is appro- 
priate in the public interest and in the interest of 
investors and consumers that said application- 
declaration, as amended, be granted and per- 
mitted to become effective: 


IT IS ORDERED, pursuant to the applicable provi- 
sions of the Act and rules thereunder, that said 
application-declaration, as amended, be, and it 
hereby is, granted and permitted to become effec- 
tive forthwith, subject to the terms and conditions 
prescribed in Rule 24 promulgated under the Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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TRUST INDENTURE ACT OF 1939 





TRUST INDENTURE ACT OF 1939 
Release No. 531/June 18, 1979 


The Securities and Exchange Commission has is- 
sued a notice giving interested persons until July 
6, 1979 to request a hearing on an Application by 
Eaton Corporation (the “Corporation’”’) pursuant to 
Section 310(b)(1)(ii) of the Trust Indenture Act of 
1939 declaring that the trusteeship of Chase Man- 
hattan Bank, National Association under two inde- 
ntures is not so likely to involve a material conflict 
of interest as to make it necessary to disqualify 
Chase Manhattan Bank, National Association from 
acting as trustee. 





INVESTMENT COMPANY ACT OF 1940 





INVESTMENT COMPANY ACT OF 1940 
Release No. 10738/June 18, 1979 


In the Matter of 


AMERICAN UTILITY SHARES, INC. 
63 Wall Street 
New York, New York 10005 


(811-2289) 


ORDER PURSUANT TO SECTION 8(f) OF THE 
ACT DECLARING THAT APPLICANT HAS 
CEASED TO BE AN INVESTMENT COMPANY 


On May 21, 1979, a notice was issued (Investment 
Company Act Release No. 10705) of an applica- 
tion filed on April 26, 1979, by American Utility 
Shares, Inc. (‘Applicant’), a closed-end, diver- 
sified management company registered under the 
Investment Company Act of 1940 (‘Act’), for an 
order of the Commission declaring that Applicant 
has ceased to be an investment company. 


The notice gave interested persons an opportunity 
to request a hearing and stated that an order dis- 





posing of the application would be issued as of 
course unless a hearing should be ordered. No re- 
quest for a hearing has been filed and the Com- 
mission has not ordered a hearing. 


The matter has been considered, and it is found 
that Applicant has ceased to be an investment 
company. Accordingly, 


IT IS ORDERED, pursuant to Section 8(f) of the 
Act, that the registration of American Utility 
Shares, Inc., under the Act shall forthwith cease to 
be in effect. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 10739/June 18, 1979 


In the Matter of 


THE TRAVELERS INSURANCE COMPANY 
THE TRAVELERS FUND A FOR VARIABLE AN- 
NUITIES 


and 


THE TRAVELERS FUND A-1 FOR VARIABLE 
ANNUITIES 


One Tower Square 
Hartford, CT 06115 


(812-4437) 


ORDER PURSUANT TO SECTION 6(c) OF THE 
ACT GRANTING EXEMPTIONS FROM SEC- 
TIONS 26(a)(2) AND 27(c)(2) 


The Travelers Insurance Company, a Connecticut 
stock insurance company, The Travelers Funds A 
and A-1 for Variable Annuities, diversified open- 
end management investment companies regis- 
tered under the Investment Company Act of 1940 
(‘Act’) (herein collectively called the ‘‘Appli- 


cants”’), filed an application on February 16, 1979, 
and amendments thereto on March 26, and May 7, 
1979 purusant to Section 6(c) of the Act for an 
order exempting the Applicants from Sections 
26(a)(2) and 27(c)(2) of the Act. 


On May 16, 1979, a notice (Investment Company 
Act Release No. 10701) was issued of the filing of 
the application. The notice gave interested per- 
sons an opportunity to request a hearing and 
stated that an order disposing of the application 
would be issued as of course unless a hearing 
should be ordered. No request for a hearing has 
been filed and the Commission has not ordered a 
hearing. 


The matter has been considered, and it is found 
that the granting of the requested exemption is 
appropriate in the public interest and consistent 
with the protection of investors and the purposes 
fairly intended by the policy and provisions of the 
Act. Accordingly, 


IT IS ORDERED, THAT THE APPLICATION FOR 
EXEMPTION FROM Sections 26(a)(2) and 
27(c)(2) of the Act be, and hereby is, granted, ef- 
fective forthwith. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 10740/June 20, 1979 


PART 270 RULES AND REGULATIONS, IN- 
VESTMENT COMPANY ACT OF 1940 


Remuneration Permitted Affiliated Persons of 
Registered Investment Companies Acting as 
Brokers in Over-the-Counter Transactions 

AGENCY: Securities and Exchange Commission. 


ACTION: Rule rescission. 
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SUMMARY: The Commission today is rescinding, 
as obsolete, a rule which, notwithstanding the 
statutory maximum remuneration prescribed by 
the Investment Company Act of 1940, authorized 
an affiliated person of a registered investment 
company who is acting as broker in an over-the- 
counter securities transaction involving that com- 
pany to receive remuneration exceeding 1 percent 
of the sale price, if such remuneration generally 
equals the fixed minimum brokerage commissions 
prescribed by specified securities exchanges. 


EFFECTIVE DATE: June 20, 1979. 
FOR FURTHER INFORMATION CONTACT: 


Mark B. Goldfus, Special Counsel 
Investment Company Act Study Group 
Division of Investment Management 
Securities and Exchange Commission 
500 North Capital Street 

Washington, D.C. 20549 

(202) 755-0230 


SUPPLEMENTARY INFORMATION: The Com- 
mission today rescinded, as obsolete, rule 17e-1 
[17 CFR 270.17e-1] under the Investment Com- 
pany Act of 1940 [15 U.S.C. 80a-1 et seq.] (‘Act’). 
Rescinded rule 17e-1 had provided that, not- 
withstanding the statutory maximum remuneration 
prescribed by section 17(e)(2)(C) of the Act [15 
U.S.C. 80a-17(e)(2)(c)], an affiliated person’ of an 
investment company or any affiliated person of 
such person acting as broker in an over-the- 
counter transaction may receive remuneration ex- 
ceeding the statutory maximum of 1 percent of the 
sale price of the securities sold, if such remunera- 
tion generally equals the fixed minimum brokerage 
commissions prescribed by specified securities 
exchanges. 


The reasons for the Commission’s proposing to 
rescind rule 17e-1 were discussed thoroughly in 
Investment Company Act Release No. 10606 
(Feb. 27, 1979), 44 FR 12204 (Mar. 6, 1979). Per- 
sons interested in the matter should refer to that 
release. In response to its request for comments 
regarding the proposed rescission of rule 17e-1, 
the Commission received and considered two let- 





1The term “affiliated person” is defined in section 
2(a)(3) of the Act [15 U.S.C. 80a-2(a)(3)]. 
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ters. Both commentators believed that the stand- 
ards in the rule are obsolete, although one com- 
mentator suggested that it be amended to incorpo- 
rate a new exemptive standard. The Commission 
believes that any proposed payment of such re- 
muneration in excess of the statutory maximum 
prescribed in section 17(e)(2)(C) of the Act should 
be considered hereinafter in the context of an ap- 
plication for an order exempting a particular trans- 
action (or series of related transactions) from the 
prohibitions and limitations of the Act.2 


Accordingly, the Commission, having found that 
the rule is obsolete, has rescinded rule 17e-1 [17 
CFR §270.17e-1] under the Act. 


By the Commission. 


George A. Fitzsimmons 
Secretary 


June 20, 1979. 





INVESTMENT COMPANY ACT OF 1940 
Release No. 10741/June 20, 1979 


PART 270 RULES AND REGULATIONS, IN- 
VESTMENT COMPANY ACT OF 1940 


Agency Transactions by Affiliated Persons on a 
Securities Exchange 


AGENCY: Securities and Exchange Commission. 


ACTION: Final rule. 





2“Persons engaged in the securities business 
cannot be unaware of their obligation to serve the 
best interest of customers and that interpositioning 
is bound to result in increased prices or costs.” 
Delaware Management Company, Inc., 43 SEC 
392, 400 (1967) (Footnote omitted). Accord Fi- 
nancial Programs, Inc., Securities Exchange Act 
Release No. 11312 (Mar. 24, 1975), 6 SEC Docket 
503. In this regard, section 17(e)(2)(C) also does 
not allow an affiliated broker to retain remunera- 
tion for an unneeded service. Steadman Security 
Corporation, Securities Exchange Act Release No. 
13695 (June 29, 1977), 12 SEC Docket 1041, 
1056, appeal pending, No. 77-2415 (5th Cir.). 





SUMMARY: The Commission is adopting a rule 
under the Investment Company Act of 1940 re- 
garding the remuneration which may be received 
by an affiliated person of an investment company 
acting as a broker in a securities transaction for 
that company on a securities exchange. Any 
transaction executed pursuant to the rule would 
satisfy that act’s standard that an affiliated broker 
may receive a payment which does not exceed the 
usual and customary broker’s commission. Pro- 
vided that certain conditions are met, the rule per- 
mits a commission to be received which is fair and 
reasonable (compared to that received by other 
brokers in comparable transactions for similar se- 
curities on a securities exchange). Among the 
conditions is a requirement that the transaction be 
effected pursuant to procedures, established by 
the investment company’s directors, which are 
reasonably designed to provide remuneration that 
is reasonable and fair compared to the remunera- 
tion received by other persons in connection with 
similar transactions on securities exchange during 
a comparable time period. 


EFFECTIVE DATE: June 20, 1979. 
FOR FURTHER INFORMATION CONTACT: 


Mark B. Goldfus, Special Counsel 
Investment Company Act Study Group 
Division of Investment Management 
Securities and Exchange Commission 
500 North Capital Street 

Washington, D.C. 20549 

(202) 755-0230. 


SUPPLEMENTARY INFORMATION: The Com- 
mission today adopted a rule under the Investment 
Company Act of 1940 [15 U.S.C. 80a-1 et seq.] 
(“Act”), to define the conditions under which, if 
satisfied, an affiliated person’ of an investment 
company could receive a commission, fee, or 
other remuneration as broker in a securities trans- 
action for that company which would be deemed 
not to exceed the “usual and customary broker’s 
commission” for purposes of section 17(e)(2)(A) of 
the Act [15 U.S.C. 17(e)(2)(A)]. This rule was pro- 
posed by the Commission as proposed rule 17e-2 
under the Act [17 CFR 270.17e-2], but because of 
the Commission’s rescission today of then existing 


rule 17e-1 under the Act [17 CFR 270.17e-1]2 the 
Commission has redesignated and adopted this 
rule as new rule 17e-1 under the Act [17 CFR 
270.17e-1]. 


In response to its request for comments regarding 
the proposed rule, as announced in Investment 
Company Act Release No. 10605 (Feb. 27, 1979), 
44 FR 12202 (Mar. 6, 1979), the Commission re- 
ceived and considered seven letters. Except for a 
technical change in the findings regarding such 
transactions which are required to be made by an 
investment company’s directors, the Commission 
has determined to adopt the rule as proposed.. 


FINAL RULEMAKING 


The rule provides that, for purposes of section 
17(e)(2)(A) of the Act, a commission, fee or other 
remuneration shall be deemed as not exceeding 
the usual and customary broker's commission, if 
certain conditions are satisfied. The reasons for 
the Commission’s proposing to adopt rule 17e-1 
were discussed thoroughly in ilnvestment Com- 
pany Act Release No. 10605. Persons interested 
in more detailed discussions of the various condi- 
tions of the rule, which are summarized below, 
should refer to that release. 


First, such commission, fee or other remuneration 
is reasonable and fair compared to the commis- 
sion, fee or other remuneration received by other 
borkers in connection with comparable securities 
being traded on a securities exchange during a 
comparable period of time. 


Second, the investment company’s directors, in- 
cluding a majority of the directors who are not in- 
terested persons of the investment company,° (a) 
adopt procedures reasonably designed to provide 
that such commission, fee, or other remuneration 
is consistent with the standard described above,‘ 








1The term “affiliated person” is defined in section 
2(a)(3) of the Act [15 U.S.C. 80a-2(a)(3)]. 


2investment Company Act Release No. 10740 
(June 20, 1979). 


3The term “interested person” is defined in section 
2(a)(19) of the Act [15 U.S.C. 80a-2(a)(19). 


4The board of directors may delegate to a directo- 
rial committee or other persons associated with 
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(b) review these procedures at least annually to 
determine that they continue to be appropriate, 
and (c) determine at least quarterly that such 
transactions have complied with these procedures. 
The Commission has deleted from the rule as 
adopted a requirement in the proposed rule that 
would have required the directors to determine 
specifically that such transactions were consistent 
with the purposes of the rule. The Commission be- 
lieves that transactions which comply with proce- 
dures appropriately established by investment 
company directors pursuant to this rule inherently 
would be consistent with the purposes of this rule. 
Nonetheless, the Commission expects that in- 
vestment company directors, in establishing pro- 
cedures under the rule and determining com- 
pliance with such procedures, will address the 
concerns embodied in section 17(e) of the Act 
against overreaching. 


Finally, the rule provides certain recordkeeping re- 
quirements. 


AUTHORITY, EFFECTIVE DATE 


The Commission adopts new rule 17e-1 pursuant 
to the provisions of section 6(c) [15 U.S.C. 80a- 
6(c)], section 31(a) [15 U.S.C. 80a-30(a)], and 
section 38(a) [15 U.S.C. 80a-37(a)] of the Act. 


Because the rulemaking is exemptive in nature 
and not the exclusive method for complying with 





the investment company the drafting task of pre- 
paring recommended procedures to be considered 
by the board as a whole. Of course, the board is 
responsible for any procedures that it ultimately 
chooses. See Lasker v. Burks, 47 U.S.L.W. 4494, 
4496 n.10 (May 15, 1979) [minimum standards 
applying to decisions which investment company 
directors may be called upon to make]. Moreover, 
in considering any recommendations in the course 
of making such a determination, the board should 
request from the initial draftsmen and evaluate 
such information as may reasonably be necessary 
to determine if the procedures would comply with 
the requirements of paragraph (b)(1) of the rule. 
Compare section 15(c) of the Act [15 U.S.C. 80a- 
15(c)] [procedures for directors’ approving an in- 
vestment advisory contract]. 
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the provisions of section 17(e)(2) of the Act,$ it is 
effective immediately. 


TEXT OF ADOPTED RULE 


Part 270 of Chapter II of Title 17 of the Code of 
Federal Regulations is amended by adding new 
§270.17e-1 as follows: 


§270.17e-1 Brokerage transactions on a securities 
exchange. 


For purposes of section 17(e)(2)(A) of the Act [15 
U.S.C. 80a-17(e)(2)(A)], a commission, fee or 
other remuneration shall be deemed as not ex- 
ceeding the usual and customary broker's com- 
mission, if: 


(a) The commission, fee, or other remuneration 
received or to be received is reasonable and fair 
compared to the commission, fee or other remun- 
eration received by other brokers in connection 
with comparable transactions involving similar se- 
curities being purchased or sold on a securities 
exchange during a comparable period of time; 


(b) The board of directors, including a majority of 
the directors of the investment company who are 
not interested persons thereof, (1) have adopted 
procedures which are reasonably designed to pro- 
vide that such commission, fee or other remunera- 
tion is consistent with the standard described in 
paragraph (a) of this section, (2) review no less 
frequently then annually such procedures for their 
continuing appropriateness, and (3) determine no 
less frequently than quarterly that all transactions 
effected pursuant to this rule during the preceding 
quarter were effected in compliance with such pro- 
cedures; and 


(c) The investment company (1) shall maintain 
and preserve permanently in an easily accessible 
place a written copy of the procedures (and any 
modification thereto) described in paragraph (b)(1) 
of this section, and (2) shall maintain and preserve 
for a period not less than six years from the end of 
the fiscal year in which any transactions occurred, 
the first two years in an easily accessible place, a 





5 See Investment Company Act Release No. 
10605, proposing this rule, at n.5. 





written record of each such transaction setting 
forth the amount and source of the commission, 
fee or other remuneration received or to be re- 
ceived, the identity of the person acting as broker, 
the terms of the transaction, and the information or 
materials upon which the findings described in 
paragraph (b)(3) of this section were made. 


by the Commission. 


George A. Fitzsimmons 
Secretary 


June 20, 1979. 





INVESTMENT COMPANY ACT OF 1940 
Release No. 10742/June 20, 1979 


In the Matter of 

INVESTORS STOCK FUND, INC. 

INVESTORS SELECTIVE FUND, INC. 
INVESTORS VARIABLE PAYMENT FUND, INC. 
IDS NEW DIMENSIONS FUND, INC. 

IDS PROGRESSIVE FUND, INC. 

IDS BOND FUND, INC. 

IDS CASH MANAGEMENT FUND, INC. 


IDS TAX-EXEMPT BOND FUND, INC. 


IDS HIGH YIELD TAX-EXEMPT FUND, INC. 


IDS HIGH YIELD TAX-EXEMPT FUND, INC. 
1000 Roanoke Building 
Minneapolis, Minnesota 55402 


and 
INVESTORS DIVERSIFIED SERVICES, INC. 


IDS Tower 
Minneapolis, Minnesota 55402 


(812-4403) 


ORDER PURSUANT TO SECTION 11(a) OF THE 
ACT TO PERMIT CERTAIN OFFERS OF EX- 
CHANGE AND PURSUANT TO SECTION 6(c) OF 
THE ACT GRANTING EXEMPTION FROM THE 
PROVISIONS OF SECTION 22(d) OF THE ACT 
AND RULE 22d-1 THEREUNDER 


On May 23, 1979, a notice was issued (Investment 
Company Act Release No. 10707) of an applica- 
tion filed on December 8, 1978, and an amend- 
ment thereto on May 10, 1979, by Investors 
Mutual, Inc., Investors Stock Fund, Inc., Investors 
Selective Fund, Inc., Investors Variable Payment 
Fund, Inc., IDS New Dimensions Fund, Inc., IDS 
Progressive Fund, Inc., IDS Bond Fund, Inc., IDS 
Cash Mangement Fund, Inc., IDS Tax-Exempt 
Bond Fund, Inc., and IDS High Yield Tax-Exempt 
Fund, Inc., (collectively referred to as ‘‘the 
Funds’), open-end, management investment 
companies registered under the Investment Com- 
pany Act of 1940 (‘Act’), and Investors Diversified 
Services, Inc., each Fund’s investment adviser 
and principal underwriter, for an order of the 
Commission, pursuant to Section 11(a) of the Act, 
permitting certain tranfers among the Funds and 
IDS Growth Fund, Inc. on a basis other than their 
net asset value per share at the time of transfer 
and, pursuant to Section 6(c) of the Act, exempting 
such transfers from the provisions of Section 22(d) 
of the Act and Rule 22d-1 thereunder. 


The notice gave interested persons an opportunity 
to request a hearing, and stated that an order dis- 
posing of the application would be issued as of 
course unless a hearing should be ordered. No re- 
quest for a hearing has been filed and the Com- 
mission has not ordered a hearing. 


The matter has been considered, and it is found 
that the granting of the requested exemptions is 
appropriate in the public interest and consistent 
with the protection of investors and the purposes 
fairly intended by the policy and provisions of the 
Act. Accordingly, 


IT IS ORDERED, pursuant to Section 11 of the 
Act, that the proposed exchange offers be ap- 
proved, and 


IT IS FURTHER ORDERED, pursuant to Section 
6(c) of the Act, that the application for exemption 
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from the provisions of Section 22(d) of the Act and 
Rule 22d-1 thereunder, to the extent requested, 
be, and hereby is, granted effective forthwith. 


For the Commission, by the Division of INVEST- 
MENT Management, pursuant to delegated au- 
thority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 10743/June 21, 1979 


In the Matter of 


SHEARSON DAILY DIVIDEND INC. 
767 Fifth Avenue 
New York, New York 10022 


(812-4470) 


ORDER PURSUANT TO SECTION 6(c) OF THE 
ACT GRANTING EXEMPTION FROM THE PRO- 
VISIONS OF RULES 2a-4 AND 22c-1 UNDER 
THE ACT 


On May 30, 1979, a notice was issued (Investment 
Company Act Release No. 10714) of an applica- 
tion filed on May 1, 1979, and amended on May 
22, 1979, by Shearson Daily Dividend Inc. (“Appli- 
cant’), an open-end, diversified, management in- 
vestment company registered under the Invest- 
ment Company Act of 1940 (‘Act’), for an order 
pursuant to Section 6(c) of the Act exempting Ap- 
plicant from the provisions of Rules 2a-4 and 
22c-1 under the Act, to the extent necessary to 
permit Applicant to compute its price per share, for 
the purpose of effecting sales, redemptions and 
repurchases of its shares, to the nearest one cent 
on a share value of one dollar. 


The notice gave interested persons an opportunity 
to request a hearing and stated that an order dis- 
posing of the application would be issued as of 
course unless a hearing should be ordered. No re- 
quest for a hearing has been filed, and the Com- 
mission has not ordered a hearing. 
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The matter has been considered, and it is found 
that the granting of the requested exemption is 
appropriate in the public interest and consistent 
with the protection of investors and the purposes 
fairly intended by the policy and provisions of the 
Act. Accordingly, 


IT IS ORDERED, pursuant to Section 6(c) of the 
Act, that the application for exemption from the 
provisions of Rules 2a-4 and 22c-1 under the Act, 
to the extent requested, be and hereby is, granted, 
effective forthwith, subject to the following condi- 
tions to which Applicant has consented: 


1. Applicant will continue its fundamen- 
tal investment policy that investments 
will be made only in instruments having 
a remaining maturity of one year or less, 
and that its portfolio will be managed so 
that the average maturity of all instru- 
ments in the portfolio (on a dollar- 
weighted basis) will be 120 days or less. 


2. Applicant’s Board of Directors, in 
supervising .Applicant’s operations and 
delegating special responsibilities in- 
volving portfolio management to Appli- 
cant’s investment adviser, 
undertakes—as a particular responsi- 
bility within its overall duty of care owed 
to the shareholders of Applicant—to 
assure to the extent reasonably practic- 
able, taking into account current market 
conditions affecting Applicant’s invest- 
ment objectives, that Applicant’s price 
per share as computed for the purpose 
of sales and redemptions, rounded to 
the nearest cent, will not deviate from 
one dollar. 


3. Applicant will have in effect a policy 
that the portfolio of the Applicant may be 
invested exclusively in a variety of 
short-term money market instruments 
consisting of securities issued or 
guaranteed by the U.S. Government or 
its agencies or instrumentalities; certifi- 
cates of deposit, including those issued 
by domestic banks, foreign branches of 
domestic banks, domestic branches of 
foreign banks and savings and loan and 
similar associations; high grade com- 
mercial paper; and repurchase agree- 
ments pertaining to the foregoing 





classes of securities provided that such 
agreements are limited to transactions 
with financial institutions believed by 
Applicant’s investment adviser to pro- 
vide minimal credit risks. All Applicant's 
investments will be U.S. dollar- 
denominated. Applicant further agrees 
that all commercial paper and certifi- 
cates of deposit it purchases shall meet 
the following criteria at the time of pur- 
chase: investments in bank certificates 
of deposit and bankers’ acceptances will 
be limited to banks and savings and 
loan and simlar associations having 
total assets in excess of one billion dol- 
lars; commercial paper will consist only 
of obligations (a) rated Prime-1 by 
Moody’s Investors Service, Inc. 
(‘‘Moody’s’’) or A-1 by Standard & 
Poor's Corporation (“S&P”), or (b) is- 
sued by companies having an out- 
standing unsecured debt issue currently 
rated Aa or better by Moody’s or AA or 
better by S&P. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 10744/June 20, 1979 


In the Matter of 


UNITED CASH MANAGEMENT, INC. 
One Crown Center 
Kansas City, Missouri 64141 


(812-4476) 


NOTICE OF FILING OF APPLICATION PUR- 
SUANT TO SECTION 6(c) OF THE ACT FOR AN 
ORDER OF EXEMPTION FROM RULES 2a-4 
AND 22c-1 THEREUNDER 


NOTICE IS HEREBY GIVEN that United Cash 
Management, Inc. (‘Applicant’), an open-end di- 


versified management investment company reg- 
istered under the lvestment Company Act of 1940 
(“Act”), filed an application on May 17, 1979 and 
an amendment thereto on June 7, 1979, for an 
order pursuant to Section 6(c) of the Act exempt- 
ing Applicant from the provisions of Rules 2a-4 
and 22c-1 thereunder to the extent necessary to 
permit Applicant to compute its price per share for 
the purposes of sales and redemptions of its 
shares to the nearest one cent on a share value of 
one dollar. In all other respects, portfolio securities 
held will be valued in accordance with the views 
set forth in Investment Company Act Release No. 
9786 (May 31, 1977) (“IC-9786”). All interested 
persons are referred to the application on file with 
the Commission for a statement of the representa- 
tions contained therein, which are summarized 
below. 


Applicant states that it expects to operate as a 
“money-market” fund whose investment objective 
is maximum current income and stability of princi- 
pal. Its portfolio may, as a matter of fundamental 
investment policy, be invested only in United 
States Government or agency obligations, bank 
obligations and instruments secured by them, 
commercial paper, certain corporate debt obliga- 


tions and certain other obligations meeting speci- 
fied tests and that all of its portfolio obligations 
must mature in, or have been called for redemp- 
tion within twelve months from the date of pur- 
chase or be subject to repurchase agreements 
maturing within one year. 


Applicant states that it expects that, as a result of 
rounding its net asset value per share to the 
nearest $0.01 on a $1.00 price, Applicant's price 
per share for the purpose of sales and redemp- 
tions should remain at $1.00, but that this might 
not be the case in the absence of such rounding 
(i.e., if Applicant is required to value its shares at a 
1/10 of 1% accuracy under IC-9786). 


Applicant represents that it expects that its share- 
holders will use its shares for investment of cash 
reserves or temporary cash balances and that the 
maintenance of a constant net asset value per 
share will be a crucial factor in their purchase and 
holding of Applicant’s shares. By meeting the con- 
ditions set forth below and by valuing its shares to 
the nearest one cent on a share value of one dol- 
lar, Applicant states that it believes that it can 
maintain a constant value for its shareholders 
along with full liquidity and a satisfactory yield. 
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Rule 22c-1 under the Act provides, in part, that no 
registered investment company issuing any re- 
deemable security shall sell, redeem, or repur- 
chase any such security except at a price based 
on the current net asset value of such security 
which is next computed after receipt of a tender of 
such security for redemption or of an order to pur- 
chase or sell such security. Rule 2a-4 under the 
Act provides, as here relevant, that “current net 
asset value” of a redeemable security issued by a 
registered investment company used in computing 
its price for the purposes of distribution and rede- 
mption shall be determined with reference to (1) 
current market value for portfolio securities with 
respect to which market quotations are readily 
available and (2) for other securities and assets, 
fair value as determined in good faith by the board 
of directors of the registered company. In IC-9786, 
the Commission expressed its view that it is incon- 
sistent with Rule 2a-4 for certain money market 
funds to “round off’ calculations of their net asset 
value per share to the nearest one cent on a share 
values of portfolio securities and therefore might 
not “reflect” its portfolio valuation as required by 
Rule 2a-4. 


Section 6(c) of the Act provides, in part, that the 
Commission may, upon application, exempt any 
person, security, or transaction, or any class or 
classes of persons, securities or transactions, from 
any provision or provisions of the Act and the rules 
thereunder, if and to the extent that such exemp- 
tion is necessary or appropriate in the public inter- 
est and consistent with the protection of investors 
and the purposes fairly intended by the policy and 
provisions of the Act. 


Applicant asserts that the issuance of the re- 
quested order is appropriate in the public interest 
and consistent with the protection of investors and 
the purposes fairly intended by the policy and pro- 
visions of the Act. Applicant further asserts that its 
shareholders who purchase with the expectation of 
realizing the objective of maximum current income 
and stability of principal would be unfairly treated if 
the net asset value of their shares were to deviate 
from $1.00 per share. Applicant also submits that 
Applicant's adherence to the conditions set forth 
below will substantially reduce the likelihood of 
significant variation from a constant share price 
and the likelihood of any dilution of the assets and 
returns of incoming or outgoing shareholders. 
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Applicant represents that, to the extent necessary, 
its board of directors will consider the advisability 
of temporarily suspending the payment of divi- 
dends or making a capital gains distribution (if and 
to the extent that capital gains have not been re- 
flected in prior dividends) to maintain a $1.00 price 
per share if the net asset value per share declines 
to a value below $0.99 or rises to a value of above 
$1.003, respectively. Applicant also represents 
that in order to attempt to assure the stability of its 
net asset value per share, it will (so long as it 
utilizes the method contemplated by the requested 
order in computing its net asset value per share 
rather than the method contemplated by IC-9786) 
also adhere to the following conditions: 


(1) Applicant’s board of directors, in 
supervising Applicant's operations and 
delegating special responsibilities in- 
volving portfolio management to Appli- 
cant’s investment adviser, 
undertakes—as a particular responsi- 
bility within its overall duty of care owed 
to Applicant’s shareholders—to assure 
to the extent reasonably practicable, 
taking into account current market con- 
ditions affecting Applicant's investment 
objectives, that Applicant’s price per 
share as computed for the purpose of 
distribution, redemption and repur- 
chase, rounded to the nearest one cent, 
will not deviate from $1.00; 


(2) Applicant will maintain a dollar- 
weighted average portfolio maturity ap- 
propriate to its objective of maintaining 
a stable price per share, and Applicant 
will not (i) maintain a dollar-weighted 
average portfolio maturity in excess of 
120 days; or (ii) purchase a portfolio se- 
curity unless it matures, or has been 
called for redemption, in one year or 
less, or is subject to a repurchase 
agreement so maturing, or is subject to 
a guarantee due within one year. In the 
case of a security called for redemption 
in one year or less, the risk that such 
redemption will not take place shall 
have been determined by Applicant’s 
investment adviser to be minimal. In the 
case of a security subject to a repur- 
chase agreement, such repurchase 
agreement shall be with a financial in- 
stitution believed by Applicant's invest- 





ment adviser to present minimal credit 
risks. In the case of a security subject to 
a guarantee, the risk that the guarantee 
will not be timely paid shall have been 
determined by Applicant's investment 
adviser to be minimal. 


(3) Applicant will invest only in (i) obli- 
gations issued or guaranteed by the 
U.S. Government or its agencies or in- 
strumentalities; (ii) time deposits, certifi- 
cates of deposit, bankers’ acceptances 
and other bank obligations (or instru- 
ments secured by such obligations) pro- 
vided that the issuing bank has at least 
$1,000,000,000 in assets and is subject 
to regulation by the United States Gov- 
ernment (including foreign branches of 
such banks); (iii) commercial paper 
rated A-1 or A-2 by Standard & Poor’s 
Corporation (‘‘S&P”’) or Prime-1 or 
Prime-2 by Moody’s Investors Service, 
Inc. (“MIS”), or if not rated, issued by a 
corporation in whose debt obligations 
Applicant may invest; (iv) corporate debt 
obligations if they are rated at least A by 
S&P or MIS; and (v) obligations other 
than those listed in (i) through (iv) only if 
such other obligation is guaranteed as 
to principal and interest by either a bank 
in whose obligations Applicant may in- 
vest or a copropration in whose com- 
mercial paper Applicant may invest. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than July 16, 1979, at 5:30 
p.m., submit to the Commission in writing a re- 
quest for a hearing on the matter accompanied by 
a statement as to the nature of his interest, the 
reason for such request, and the issues, if any, of 
fact or law proposed to be controverted, or he may 
request that he be notified if the Commission shall 
order a hearing thereon. Any such communication 


should be addressed: Secretary, Securities and - 


Exchange Commission, Washington, D.C. 20549. 
A copy of such request shall be served personally 
or by mail upon Applicant at the address stated 
above. Proof of such service (by affidavit or, in the 
case of an attorney-at-law, by certificate) shall be 
filed contemporaneously with the request. As pro- 
vided by Rule 0-5 of the Rules and Regulations 
promulgated under the Act, an order disposing of 
the application will be issued as of course follow- 
ing said date unless the Commission thereafter 


orders a hearing upon request or upon the Com- 
mission’s own motion. Persons who request a 
hearing, or advice as to whether a hearing is or- 
dered, will receive any notices and orders issued 
in this matter, including the date of the hearing (if 
ordered) and any postponements thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 








INVESTMENT ADVISERS ACT OF 1940 





INVESTMENT ADVISERS ACT OF 1940 
Release No. 680/June 19, 1979 


[17 CFR Part 275] 
[Release No. IA-680, File No. S7-788] 


PERFORMANCE-BASED COMPENSATION OF 
REGISTERED INVESTMENT ADVISERS TO 
BUSINESS DEVELOPMENT COMPANIES 


AGENCY: Securities and Exchange Commission. 
ACTION: Proposed rule. 


SUMMARY: The Commission is issuing for public 
comment a proposed rule under the Investment 
Advisers Act of 1940 (‘Advisers Act’) which would 
permit certain registered investment advisers to 
business development companies to be compen- 
sated on the basis of a share of net capital gains 
upon, or net capital appreciation of, the funds, or 
any portion of the funds, of the business develop- 
ment company. Such means of compensation is 
currently prohibited by the Advisers Act. 


DATE: Comments must be received on or prior to 
August 31, 1979. 
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ADDRESSES: Interested persons should submit 
their views and comments in triplicate to George 
A. Fitzsimmons, Secretary, Securities and Ex- 
change Commission, 500 North Capitol Street, 
Washington, D.C. 20549. All submissions will be 
made available for public inspection at the Com- 
mission’s Public Reference Section, Room 6101, 
1100 L Street, N.W., Washington, D.C. and should 
refer to File No. S7-788. 


FOR FURTHER INFORMATION CONTACT: W. 
Scott Cooper, Esq., Office of Investment Adviser 
Regulation, Division of Investment Management, 
Securities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549, (202) 
755-3507. SUPPLEMENTARY INFORMATION: 
The Securities and Exchange Commission has 
under consideration the adoption of new Rule 
205-3 [17 CFR 275.205-3] under the Investment 
Advisers Act of 1940 (‘Advisers Act’) [15 U.S.C. 
80b-1 et seq.]. 


|. BACKGROUND 


Business development companies ' are enter- 
prises engaged in the business of investing in rel- 
atively small and unseasoned companies in the 
developmental stage. These investee companies 
are typically privately held and may be managed 
by persons who do not have extensive entre- 
preneurial abilities. In addition, such companies 
are generally considered to represent risky in- 
vestment opportunities and, therefore, have limited 
access to public and insitutional financial markets. 
Since there is usually no ready market for the se- 
curities of investee companies, investments in 
these companies are generally illiquid in nature. 
Accordingly, business development companies 
frequently must be willing to take long-term posi- 
tions in such companies and play an active role in 
nurturing their growth in order to realize a return 
on their investment commensurate with the risks 
involved. 


The rule the Commission is proposing is designed 
to exempt certain registered investment advisers 
to business development companies from the pro- 
visions of Section 205(1) of the Advisers Act [15 
U.S.C. 80b-5(1)]. That section prohibits an in- 
vestment adviser, unless exempt from registration, 
from receiving compensation which is based on a 
share of capital gains upon, or capital appreciation 
of, the funds, or any portion of the funds, of 
clients.? 


Congress enacted Section 205(1) to protect advis- 
ory clients from profit-sharing fee arrangements 
which could encourage an investment adviser to 
take undue risks with such clients’ funds in order 
to realize or increase an advisory fee.? The Com- 
mission believes that the practices and abuses 
that Section 205(1) was designed to prevent are 
unlikely to develop in the limited circumstances, 
described below, under which performance fees 
could be paid to investment advisers to business 
development companies pursuant to the proposed 
rule. In addition, the Commission believes that the 
proposed rule will have the effect of facilitating the 
flow of needed capital into new and developing 
companies which are frequently unable to obtain 
financing from sources other than business de- 
velopment companies. In this regard, it appears to 
the Commission that investment advisers to busi- 
ness development companies have traditionally 
received performance-based fees which are not 
permitted to be paid to registered investment ad- 
visers under Section 205(1). Because of the types 
of activities in which business development com- 
panies engage, many investment advisers might 
be reluctant to serve such companies unless their 
compensation can be based upon a share of the 
capital gains or capital appreciation of the com- 








1Depending on the precise nature of their ac- 
tivities, business development companies might 
also be referred to as ‘“‘venture capital com- 
panies.”’ However, because the term “venture 
capital company” is used in a variety of contexts, 
the Commission is defining and using the term 
“business development company” for purposes of 
the proposed rule. 
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2The Commission is not herein suggesting a posi- 
tion as to whether a limited partnership formed for 
the purpose of making business development in- 
vestments should be construed as one client or 
whether the limited partners of a business de- 
velopment partnership should be counted indi- 
vidually for purposes of the exception to registra- 
tion provided by Section 203(b)(3) of the Advisers 
Act [15 U.S.C. 80b-3(b)(3)]. 


3See H.R. Rep. No. 2639, 76th Cong., 3d Sess. 29 
(1940). 





pany. To the extent that such reluctance might im- 
pede investments in small and developing enter- 
prises, the Commission believes it appropriate to 
take action designed to remedy this difficulty. 


Section 206A of the Advisers Act authorizes the 
Commission, by rule, regulation or order, to 
exempt conditionally or unconditionally any person 
or transaction from any of the provisions of the 
Advisers Act, if and to the extent such action is 
necessary or appropriate in the public interest and 
consistent with the protection of investors.* In 
enacting Section 206A, Congress specifically 
contemplated Commission action in appropriate 
cases ‘to exempt persons ... from the ban on 
performance-based advisory compensation in... 
Section 205(1) of the Advisers Act.’’5 


Pursuant to Section 206A, the Commission has 
recently granted two applications for orders of 
exemption from the provisions of Section 205(1) to 
permit registered investment advisers to com- 
panies engaged in business development-type ac- 
tivities to be compensated on the basis of a share 
of capital gains, in one case, ® and capital appreci- 
ation, in the other.” Certain common conditions 
existed in both applications, such as the limited 
number and sophisticated nature of the investors 
in each business development company and the 
substantial investments made in the business de- 
velopment companies by the respective invest- 
ment advisers to each business development 
company, which, together with other facts and cir- 
cumstances, made the exemptions appropriate. 


The Commission believes that investment in small 
and developing companies would be facilitated by 
a rule of general applicability which provides cer- 
tain relief from the performance-based fee lim- 
itations of the Advisers Act with respect to busi- 





415 U.S.C. 80b-6a. 


5S. Rep. No. 91-184, 91st Cong., ist Sess. 46 
(1969). 


Sin re Weiss, Peck & Greer, Investment Advisers 
Act Release No. 625 (April 25, 1978). 


7In re Foster Management Company, Investment 
Advisers Act Release No. 651 (November 28, 
1978). 


ness development companies. The rule proposal 
contained herein reflects certain of the conditions 
and concepts set forth in the afore mentioned ap- 
plications. The rule proposal also contains certain 
other conditions and limitations which the Com- 
mission believes may be necessary and appropri- 
ate to include in a rule of general application. 


ll. GENERAL PROVISIONS OF THE PROPOSED 
RULE 


A. Exemption 


Paragraph (a) of the proposed rule would provide 
relief from Section 205(1) of the Advisers Act so as 
to permit a registered investment adviser to enter 
into, extend, renew or perform an advisory con- 
tract which provides for compensation on the basis 
of a share of net capital gains upon, or net capital 
appreciation of, the funds or any portion of the 
funds of a business development company pro- 
vided that all of the conditions set forth in the pro- 
posed rule are satisfied.2The proposed rule would 
apply to any advisory agreement pursuant to 
which an investment adviser to a business de- 
velopment company is compensated, whether it be 
a separate advisory contract, or some other form 
of agreement or arrangement such as a partner- 
ship agreement or a corporate charter. 


B. Business development company 


A “business development company” is defined by 
paragraph (b) of the rule proposal as a company 
which is formed and operated primarily for the 
purpose of directly acquiring, in transactions eli- 
gible for the exemption from registration provided 
by Section 4(2) of the Securities Act of 1933 (‘“Se- 
curities Act’) [15 U.S.C. 77d(2)], securities of eli- 
gible portfolio companies, as defined in paragraph 
(c) of the proposed rule, and which, in general, has 
all of its assets invested in securities purchased 
directly from and issued by such companies. 





8it should be noted that the proposed rule would 
provide no relief from any other applicable provi- 
sion of law, including Section 206 of the Advisers 
Act [15 U.S.C. 80b-6]. 
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Paragraph (b)(3) of the proposed rule would re- 
quire a business development company to own 
beneficially at least five percent of the voting secu- 
rities of each eligible portfolio company in which it 
invests. However, if the failure of the business de- 
velopment company to own at least five percent of 
the voting securities of any eligible portfolio com- 
pany in which it has an investment is due solely to 
the issuance of additional voting securities by the 
eligible portfolio company, subsequent to the initial 
investment therein by the business development 
company, this condition would be deemed to be 
satisfied. This condition could also be met by the 
ownership of securities of the eligible portfolio 
company which are not voting securities, but which 
are immediately convertible at the option of the 
holder into voting securities of the eligible portfolio 
company without restriction or additional payment 
by the holder. The beneficial ownership condition 
is proposed in view of the Commission's under- 
standing that business development companies 
typically own a sufficiently large portion of their 
portfolio companies so as to enable the business 
development company, generally acting through 
its investment adviser, to participate actively in the 
management of the portfolio company, and it is 
this active participation which, in part, might justify 
the payment of a performance-based fee to the in- 
vestment adviser. 


Paragraph (b)(4) of the proposed rule also con- 
tains provisions which would tend to limit the 
availability of the exemption to business develop- 
ment companies whose investors are relatively 
sophisticated persons, able to appreciate and 
evaluate the nature and effects of a performance- 
based advisory fee, as well as to bear the eco- 
nomic risks of the investment. Specifically, under 
paragraph (b)(4)(i) all of the securities of the busi- 
ness development company (other than those is- 
sued to its officers, directors or employees pur- 
suant to a profit-sharing, stock option or stock pur- 
chase plan) would have to be issued in transac- 
tions not involving any public offering of securities. 


In addition, under paragraph (b)(4)(ii) of the rule 
proposal, such securities would have to be issued 
in transactions wherein the business development 
company, and any person acting on its behalf, 
shall have reasonable grounds to believe, and 
shall believe, immediately prior to making any sale 
of securities of the business development com- 
pany, after making reasonable inquiry, either (i) 
that the purchaser has such knowledge and ex- 
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perience in financial and business matters that he 
is capable of evaluating the merits ancd risks of 
the prospective investment in the business de- 
velopment company, or (ii) that the purchaser and 
the purchaser’s representative(s) together have 
such knowledge and experience in financial and 
business matters that they are capable of 
evaluating the merits and risks of the prospective 
investment in the business development company 
and that the purchaser is able to bear the eco- 
nomic risk of the investment. This provision of the 
rule proposal is similar to paragraph (d)(2) of Rule 
146 under the Securities Act [17 CFR 
230.146(d)(2)] which concerns offeree qualifica- 
tions. Accordingly, interpretations relating to that 
provision of Rule 146 would be relevant to para- 
graph (b)(4)(ii) of the proposed rule. 


Under paragraph (b)(4)(iii) of the proposed rule, 
prior to the sale of any securities of the business 
development company, purchasers must have ac- 
cess to, or be furnished with, all material informa- 
tion reasonably necessary under the circum- 
stances to enable such persons to make an in- 
formed decision as to an investment in the busi- 
ness development company. Satisfaction of this 
condition would, of course, depend on all the facts 
and circumstances regarding any transaction. The 
information required by paragraph (b)(4)(iii) would 
generally include, but not necessarily be limited to, 
information relating to the business development 
company, the nature of the offering, the terms of 
the performance-based compensation to be paid 
to the investment adviser, the fact that the pur- 
chaser must bear the economic risks involved in 
purchasing securities of the business development 
company and the limitations concerning the dispo- 
sition of securities of the business development 
company. Paragraph (b)(4)(iii) is intended to re- 
quire information which would, in many cases, be 
largely similar to the information required under 
paragraph (e) of Rule 146 [17 CFR 230.146(e)]. 
Accordingly, if the conditions specified in para- 
graph (e) of Rule 146 relating to the type of infor- 
mation which must be furnished to offerees or to 
which offerees must have access are satisfied, 
then the conditions of paragraph (b)(4)(iii) would 
be deemed to be met.® 





®Compliance with the requirements of paragraph 
(b)(4)(iii) would not, however, relieve the business 
development company of any other applicable dis- 
closure requirements under the federal securities 
laws. 





Paragraph (b)(4)(iv) of the proposed rule would 
require each purchaser of securities in the busi- 
ness development company to purchase securities 
in the business development company in a unit or 
units of at least $150,000 each. Furthermore, the 
units could not be fractionalized or otherwise di- 
vided into smaller units, except as permitted by 
paragraph (f), and could not be sold, transferred or 
otherwise disposed of, in a transaction or transac- 
tions involving a public offering of securities. Thus, 
if any purchaser of a unit later resold it to a third 
person, the price of the unit on resale would pre- 
sumably be at least $150,000 unless the unit had 
declined in value. 


Paragraph (f) of the proposed rule would permit 
the business development company to frac- 
tionalize or otherwise divide the units issued by 
such company to any person, including its invest- 
ment adviser and persons associated with the in- 
vestment adviser, provided that such fractionaliza- 
tion or division is approved by the vote of a major- 
ity of the outstanding securities of the business 
development company entitled to vote thereon, 
and that, immediately following such fractionaliza- 
tion or division, each outstanding unit of the busi- 
ness development company has a net asset value 
of at least $150,000. 


If payments for the units were made on a deferred 
or installment basis, all such payments would be 
required to be due within 12 months from the date 
of purchase of the securities and would have to be 
evidenced and secured by a full recourse note or 
notes of the purchaser. 


Paragraph (b)(5) provides that a business de- 
velopment company cannot be an investment 
company which is required to be registered under 
the Investment Company Act of 1940 (“Investment 
Company Act’) [15 U.S.C. 80a-1 et seq.]. This re- 
quirement would have the practical effect of limit- 
ing the number of investors in the business de- 
velopment company to not more than 100 persons, 
taking into account the attribution provisions of 
section 3(c)(1) of the Investment Company Act,'° 





10Section 3(c)(1) of the Investment Company Act 
[15 U.S.C. 80a-3(c)(1)]excludes from the definition 
of investment company any issuer whose out- 
standing securities (other than short-term paper) 
are beneficially owned by not more than 100 per- 
sons and which is not making and does not pres- 


unless some other statutory or administrative relief 
from the registration requirements of the Invest- 
ment Company Act was available."' 


Paragraph (e) of the proposed rule would permit 
business development companies to hold assets 
in the form of cash, money-market instruments 
with a maturity not exceeding one year, or securi- 
ties received by the business development com- 
pany in exchange for securities of eligible portfolio 
companies, provided it intends and reasonably an- 
ticipates to invest or reinvest those assets in secu- 
rities of eligible portfolio companies. This limited 
exception is intended to provide business de- 
velopment conipanies with a reasonable period of 
time in which to invest or reinvest their funds with- 
out having their performance-based fee arrange- 
ments become disqualified under the proposed 
rule. 


C. Eligible portfolio companies 


Eligible portfolio companies are defined, in part, in 
paragraph (c) of the rule proposal as companies 
which did not have an average annual net income 
after Federal income taxes in excess of $400,000 
for the two fiscal years immediately preceding the 
initial investment of the business development 
company therein, and which were not making and 
had not made any public offering of their securi- 
ties. Furthermore, at the time of any investment 
(whether or not initial) by a business development 
company, an eligible portfolio company could not 
be a company subject to the reporting require- 
ments of Section 13 of the Securities Exchange 
Act of 1934 (‘Exchange Act’) [15 U.S.C. 78M]'2 





ently propose to make a public offering of securi- 
ties. 


11As noted below, however, the Commission is 
considering issuing a proposed rule under the In- 
vestment Company Act to provide exemptive relief 
for business development companies. If, by rea- 
son of such a rule, a business development com- 
pany were not required to register under the In- 
vestment Company Act, the rule now being pro- 
posed to permit performance-based fees under the 
Advisers Act could be applicable even if the busi- 
ness development company had more than 100 
shareholders. 


12Under Section 13 of the Exchange Act, issuers 
of securities registered on national securities ex- 
changes, or issuers who have assets in excess of 
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nor could it be an investment company as defined 
in Section 3 of the Investment Company Act [15 
U.S.C. 80a-3]. With respect to the latter condition, 
the eligible portfolio company’s exclusion from the 
definition of investment company in Section 3 of 
the Investment Company Act must be based upon 
some factor other than Section 3(c)(1) thereof.13 
Thus, the rule would prohibit a business develop- 
ment company from investing in any company, 
such as a hedge fund or other business develop- 
ment company, which is excluded from the mean- 
ing of investment company solely by reason of 
having not more than 100 shareholders and 
meeting the other conditions of Section 3(c)(1). 


The condition relating to the eligible portfolio com- 
pany’s net income at the time of the business de- 
velopment company’s initial investment, set forth 
in paragraph (c)(1)(i) of the proposed rule, is one 
of the financial characteristics used by the Small 
Business Administration (“SBA”) to define a small 
business concern for the purpose of receiving fi- 
nancial or other assistance from a small business 
investment or development company (see 13 CFR 
121.3-11 (1978)). The Commission is considering, 
and requests public comment upon, the feasibility 
and desirability of using certain other standards 
used in that SBA rule to define further an eligible 
portfolio company. For example, using the SBA 
standards, the Commission might provide also that 
an eligible portfolio company cannot have assets 
exceeding $9 million and cannot have a net worth 
exceeding $4 million. 


The Commission does not believe that it is appro- 
priate to apply the net income limitation with re- 
spect to subsequent investments in an eligible 
portfolio company by the business development 
company. Although the proposed rule is designed 
to provide relief only with respect to business de- 
velopment companies which invest in relatively 
small and unseasoned enterprises, it would ap- 
pear desirable for business development com- 
panies to be able to further their initial investments 
in eligible portfolio companies by making addi- 
tional investments in such companies, even 





$1 million and a class of equity securities held of 
record by 500 or more persons, must, unless 
otherwise excluded, file such reports and informa- 
tion as the Commission shall specify by rule. 


13See note 9 supra. 
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though the portfolio company might have de- 
veloped to a stage where it no longer meets the 
net income test. However, such additional invest- 
ments could be made only if the eligible portfolio 
company continued to meet the condition that it 
had not made a public offering of its securities, 
and that the business development company had 
maintained a continuous investment in the eligible 
portfolio company. The latter condition is set forth 
in paragraph (c)(2)(ii) of the proposed rule, which 
provides that, at the time of each additional in- 
vestment the business development company 
cannot have sold, transferred, or otherwise dis- 
posed of, any securities of the eligidle portfolio 
company which it had previously acquired, except 
for securities of the eligible portfolio company con- 
verted into or exchanged for other securities of 
such company. 


The proposed rule would not restrict the business 
development company to investments in any spe- 
cific type of security. Thus, it would permit invest- 
ments in either equity or debt securities of eligible 
portfolio companies. In addition, the business de- 
velopment company would be permitted to invest 
in companies engaged in any manner of business, 
so long as such companies meet the requirements 
set forth in paragraph (c) of the proposed rule. 
Subsequent investments in an eligible portfolio 
company would not be limited to the same class of 
securities which comprised the initial investment in 
the eligible portfolio company by the business de- 
velopment company. 


Although the proposed rule would not permit a 
business development company to make addi- 
tional investments in an eligible portfolio company 
if the portfolio company’s securities became pub- 
licly traded, the proposed rule would not specif- 
ically prohibit a business development company 
from continuing to hold an investment in an eligible 
portfolio company if, after the business develop- 
ment company had made its investment, the secu- 
rities of the portfolio company became publicly 


-traded and the company no longer qualified as an 


eligible portfolio company. However, a business 
development company which had a substantial 
portion of its assets invested in large, publicly 
traded companies would no longer be operating 
“primarily” for the purpose of directly acquiring se- 
curities of eligible portfolio companies, and there- 
fore the company would cease to qualify as a 
business development company under paragraph 
(b)(1) of the proposed rule. The Commission is of 





the tentative view that the “primarily” standard will 
prevent performance-based fees from being paid 
in cases where a business development com- 
pany’s investments have matured and the invest- 
ment adviser is no longer performing the types of 
services which would justify such a fee, while at 
the same time avoiding an unduly restrictive con- 
dition which might have the effect of forcing a 
business development company to dispose of an 
investment at an inopportune time. However, pub- 
lic comment is requested as to whether the 
“primarily” standard set forth in paragraph (b)(1) is 
sufficiently specific to ensure that, in general, 
performance-based fees will not be paid where the 
business development company holds securities 
of mature companies. As an alternative to, or in 
addition to, that standard, the rule could require 
that any investment by a business development 
company be disposed of within a specified period 
of time, such as 10 years. 


Another matter concerning which the Commission 
specifically requests comment is whether the re- 
quirement that all of a business development 
company’s assets be invested in eligible portfolio 
companies (except for interim investments as 
permitted by paragraph (e)) is unduly restrictive. It 
might be appropriate to provide that some per- 
centage of the business development company’s 
assets, such as 10 percent, could be invested 
without restriction, particularly if the Commission 
ultimately determines to impose a general re- 
quirement that investments in eligible portfolio 
companies be disposed of within a stated period of 
time. 


D. Additional conditions 


Paragraph (d) of the rule proposal sets forth cer- 
tain additional conditions which would have to be 
satisfied in order for performance-based compen- 
sation to be paid to an investment adviser by a 
business development company. 


The investment adviser, and associated persons 
of the investment adviser, would generally be re- 
quired by paragraph (d)(1) to beneficially own, at 
all times, by reason of having purchased, for cash 
or other tangible property, securities (other than 
senior securities as defined in Section 18(g) of the 


Investment Company Act [15 U.S.C. 80a-18(g)]"4) 
in the business development company in an 
amount not less than the greater of one percent of 
the amount invested or agreed to be invested in 
the business development company by all other 
persons who purchased or agreed to purchase se- 
curities in the business development company, or 
$150,000. Such required investment is intended to 
help ensure that the investment adviser has a suf- 
ficient amount of money invested in the business 
development company so as to reduce the likeli- 
hood of the adviser taking undue risks with the 
funds of the business development company, 
since his own funds will be subject to the same 
risks. The investment adviser’s purchase, like that 
of other investors, would have to be in units of at 
least $150,000 each which could not be frac- 
tionalized or otherwise divided, except as per- 
mitted by paragraph ,(f), and which could not be 
sold, transferred, or otherwise disposed of, in a 
transaction or transactions involving a public of- 
fering. 


Paragraphs (d)(2) and (3) of the proposed rule re- 
late to the computation of an investment adviser’s 
compensation. Under paragraph (d)(2), the ad- 
viser’s performance-based fee must be computed 
on the basis of capital gains or capital apprecia- 
tion, net of all realized capital losses and un- 
realized capital losses (capital depreciation). Thus, 
for example, even if the fee was based only upon 
capital gains and not unrealized capital gains 
(capital appreciation), unrealized capital losses 
would have to be taken into account. Paragraph 
(d)(3) would require that the compensation be 
based upon a written valuation of the assets of the 
business development company, prepared or re- 
viewed by a qualified independent appraiser who 
is not a person associated with the investment ad- 
viser or a person otherwise providing services to 
the investment adviser pursuant to any agreement 
or understanding. The appraiser would have to 
certify to the business development company that 
the valuation is fair and reasonable. This require- 
ment is proposed in recognition of the fact that the 
potential for abuse in this area is higher where, as 





14Section 18(g) defines a ‘senior security” as any 
bond, debenture, note, or similar obligation or in- 
strument constituting a security and evidencing in- 
debtedness, and any stock of a class having prior- 
ity over any other class as to distribution of assets 
or payment of dividends. 
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would usually be the case, the business develop- 
ment company’s holdings have no ready market. 


lll. POSSIBLE PROPOSED RULE UNDER THE 
INVESTMENT COMPANY ACT OF 1940 


The Commission currently is considering the pos- 
sibility of issuing a proposed rule to provide 
exemptive relief for business development com- 
panies under the Investment Company Act. The 
Commission anticipates that any such proposed 
rule will be consistent with, and largely similar to, 
such rule as the Commission might ultimately 
adopt as a result of the present rule proposal 
under the Advisers Act. 


AUTHORITY: 


The rule proposed herein would be adopted pur- 
suant to the authority contained in Sections 206A 
[15 U.S.C. 80b-6a] and 211 (a) [15 U.S.C. 80b- 
11(a)] of the Advisers Act. 


COMMISSION ACTION: 


It is proposed to amend Part 275 of Chapter II of 
Title 17 of the Code of Federal Regulations under 
the Investment Advisers Act of 1940 by adding 
new § 275.205-3 as follows: 


§207§275.205-3 Exemption from the compensa- 
tion prohibitions of Section 205(1) for registered 
investment advisers to business development 
companies. 


(a) General. The provisions of Section 205(1) of 
the Act shall not prohibit any registered investment 
adviser from entering into, extending, renewing or 
performing an investment advisory contract which 
provides for compensation to the investment ad- 
viser on the basis of a share of net capital gains 
upon, or net capital appreciation of, the funds, or 
any portion of the funds, of a business develop- 
ment company if all of the conditions set forth in 
this section are satisfied. 


(b) Business development company. For pur- 
poses of this section, ‘‘Business development 
company” shall mean any company which 
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(1) is formed and operated primarily for 


the purpose of directly acquiring, in 
transactions eligible for the exemp- 
tion from registration provided by 
Section 4(2) of the Securities Act of 
1933, securities issued by eligible 
portfolio companies; 


(2) except as provided in paragraph (e) 


of this section, has all of its assets 
invested in securities acquired di- 
rectly from and issued by eligible 
portfolio companies; 


(3) beneficially owns at least five per- 


cent of all the voting securities (in- 
cluding securities immediately con- 
vertible without restriction into voting 
securities at the option of, and with- 
out the payment of any additional 
consideration by, the holder thereof) 
of each eligible portfolio company in 
which it has an investment: Pro- 
vided however, That the foregoing 
condition shall be deemed to be 
satisfied if the business development 
company’s failure to own at least five 
percent of such securities results 
solely from the issuance of addi- 
tional voting securities by the eligible 
portfolio company subsequent to the 
initial investment therein by the 
business development company; 


(4) has issued all of its outstanding se- 


curities (other than those issued to 
its officers, directors or employees 
pursuant to a profit-sharing, stock 
option or stock purchase plan) 


(i) in transactions not involving any 
public offering of securities; 


(ii) in transactions wherein the 
business development company, 
and any person acting on its behalf, 
shall have reasonable grounds to 
believe and shall believe, im- 
mediately prior to making any sale of 
securities of the business c‘evelop- 
ment company, after making rea- 
sonable inquiry, either (A) that the 
purchaser has such knowledge and 
experience in financial and business 





matters that he is capable of 
evaluating the merits and risks of the 
prospective investment in the busi- 
ness development company, or (B) 
that the purchaser and the pur- 
chaser’s representative(s) together (c) Eligible portfolio company. For the purposes 
have such knowledge and experi- of this section, an “eligible portfolio company” 
ence in financial and business mat- shall mean any company which 


(5) is not required to be registered as an 
investment company under the In- 
vestment Company Act of 1940. 


ters that they are capable of 
evaluating the merits and risks of the 
prospective investment in the busi- 
ness development company and that 
the purchaser is able to bear the 
economic risk of the investment; 


(iii) to persons each of whom, prior 
to the sales of any securities of the 
business development company to 
such persons, have access to, or are 
furnished with, all material informa- 
tion reasonably necessary under the 
circumstances to enable such per- 
sons to make an informed decision 
as to an investment in the business 
development company; and 


(iv) to persons, other than the in- 
vestment adviser and persons as- 
sociated with the investment adviser, 
each of whom purchases, or agrees 
in writing to purchase, securities of 
the business development company 
in a unit or units of at least $150,000 
which may not be fractionalized or 
otherwise divided, except as pro- 
vided in paragraph (f) of this section, 
and which may not be sold, trans- 
ferred or otherwise disposed of, by 
the purchaser in a transaction or 
transactions involving a public offer- 
ing of securities, and such persons 
pay for such securities in cash, or 
other tangible property, in a single 
payment of, or in installment pay- 
ments in the aggregate amount of, 
$150,000 or more (all deferred and 
installment payments to be due 
within 12 months from the date of 
purchase of the securities and evi- 
denced and secured by a full re- 
course note or notes of the pur- 
chaser); and 


(1) at the time of the initial investment 


therein by a business development 
company 


(i) did not have an average annual 
net income, after Federal income 
taxes, for the immediately preceding 
two fiscal years in excess of 
$400,000 (average annual net in- 
come to be computed without the 
benefit of any loss carryover); 


(ii) is not making and has not 
made a public offering of its securi- 
ties; 


(iii) is not subject to the reporting 
requirements of Section 13 of the 
Securities Exchange Act of 1934; 
and 


(iv) is not an investment company 
as defined in Section 3 of the In- 
vestment Company Act of 1940, pro- 
vided that the sole basis therefor is 
not the exclusion set forth in Section 
3(c)(1) of such Act. 


(2) at the time of each additional in- 


vestment therein by the business 
development company 


(i) satisfies all of the conditions 
described in paragraphs (c)(1)(ii), 
(iii) and (iv) above, and 


(ii) has not previously issued to 
the business development company 
any securities which have been sold, 
transferred, or otherwise disposed 
of, by such company, except for se- 
curities converted into, or ex- 
changed for, other securities of the 
eligible portfolio company. 
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(d) Additional conditions. The 
exemptive relief provided in paragraph 
(a) of this section shall not be available 
unless all of the following conditions are 
satisfied: 


based on a written valuation of the 
business development company’s 
assets which is prepared or re- 
viewed by a qualified independent 
appraiser (i) who is not (A) a person 
associated with the investment ad- 


(1) the investment adviser, and persons viser or (B) a person otherwise pro- 


associated with the investment ad- 
viser, shall at ali times beneficially 
own, by reason of having purchased 
for cash or other tangible property 
(which shall have been received by 
the business development com- 
pany), securities (other than senior 
securities as defined in Section 
18(g) of the Investment Company 
Act of 1940) of such business de- 
velopment company (i) in a unit or 
units of at least $150,000 which may 
not be fractionalized or otherwise di- 
vided, except as provided in para- 
graph (f) of this section, and which 
may not be sold, transferred, or 
otherwise disposed of, by the in- 
vestment adviser, or persons as- 
sociated with the investment adviser, 
in a transaction or transactions in- 
volving a public offering of securities 
and (ii) in an amount not less than 
the greater of: (A) one percent of the 
aggregate amount of the cash and 
other tangible property invested (or 
agreed to be invested) in the busi- 
ness development company by all 
other persons who have purchased 
(or have agreed in writing to pur- 
chase) securities of such business 
development company: or (B) 
$150,000; 


(2) any computation of net capital gains 


or net capital appreciation for pur- 
poses of determining compensation 
of a type described in paragraph (a) 
of this section shall be made net of 
all realized capital losses and un- 
realized capital losses (capital de- 
preciation) of the business develop- 
ment company during the period for 
which the computation is made; and 


(3) any compensation paid pursuant to 
paragraph (a) of this section shall be 
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viding services to the investment ad- 
viser, pursuant to any agreement or 
understanding, and (ii) who certifies 
in writing to the business develop- 
ment company that the valuation is 
fair and reasonable. 


(e) Permissible interim investments. Not- 
withstanding any other provision of this section, a 
business development company may hold assets 
in the form of (1) cash or money-market instru- 
ments maturing in one year or less from the time of 
investment or (2) securities received by the busi- 
ness development company in exchange for secu- 
rities of eligible portfolio companies, provided that 
such business development company intends, and 
reasonably anticipates, to invest or reinvest such 
assets in securities of eligible portfolio companies. 


(f) Fractionalization of units.. Notwithstanding 
any other provision of this section, units issued by 
a business development company may be frac- 
tionalized or otherwise divided by such company 
provided (1) that such fractionalization or division 
is approved by the vote of a majority of the out- 
standing securities of such company entitled to 
vote thereon and (2) that, immediately following 
such fractionalization or division, each outstanding 
unit of the business development company has a 
net asset value of at least $150,000. 


By the Commission. 


George A. Fitzsimmons 
Secretary 


June 19, 1979. 
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LITIGATION 





For Immediate Release 
Litigation Release No. 8778/June 13, 1979 


Securities and Exchange Commission v. George 
M. Osserman, et al., (D.C. Massachusetts) 


Willis H. Riccio, Administrator of the Boston Re- 
gional Office, announced that on April 24, 1979, 
the U.S. Court of Appeals for the First Circuit dis- 
missed the appeals of S-J Minerals Associates, 
S-J Minerals Associates, Il, S-J Minerals As- 
sociates Ill, and Java Mining, from judgments of 
permanent injunction entered by default. (No. 79- 
1101). The appellants were four of thirty-three 
defendants in S.E.C. v. George M. Osserman, et 
al., CA-78-2366-Z, filed September 7, 1978, and 
alleging the fraudulent sale of $112 million in tax- 
sheltered coal mining limited partnerships. Appel- 
lants were defaulted on November 20, 1978, and 
on November 27, 1978 were permanently enjoined 
from violations of the registration and anti-fraud 
provisions of the federal securities laws. Appel- 
lants’ motion for relief from judgment was denied 
on January 3, 1979, and appellants subsequently 
filed this appeal, which was dismissed on April 24, 
1979 for want of diligent prosecution. 


The Commission's complaint alleged that the de- 
fendants sold securities in the form of limited 
partnership interests in a coal mining venture in 
Gillette, Wyoming. The complaint stated that these 
interests were sold with the promise of substantial 
economic profit as well as an immediate tax 
write-off of five times the total cash investment. It 
was alleged that these representations were 
fraudulent in that coal underlying 95 percent of the 


property was and is owned by the federal govern- 
ment, and that documents were backdated, thus 
making the tax deductions extremely doubtful. It 
was further alleged in the complaint that the gen- 
eral partners had no control over the partnerships 
and that, in contrast to representations, they made 
no capital contributions. 


The complaint stated that in excess of 
$20,000,000 in cash was raised, and distributed to 
the defendants and others for various purposes, 
including the payment of undisclosed sales com- 
missions totalling approximately $4,000,000 (See 
Litigation Release No. 8543, 15 SEC Docket 1151 
9/21/78). 


Litigation Release No. 8779/June15,1979 


SEC v. GRANT H. ROYLANCE, ET AL. (USDC, 
UTAH, C-79-0311) 


Robert H. Davenport, Administrator of the Denver 
Regional Office of the Securities and Exchange 
Commission, announced that on May 30, 1979, a 
civil injunctive action was filed in the U.S. District 
Court for the District of Utah, Central Division, 
against Grant H. Roylance, Provo, Utah; G. R. and 
Associates, Inc., Provo, Utah; Myron K. Rigby, Salt 
Lake City, Utah, individually and d/b/a Metals Ex- 
change; and James Gibbons, Provo, Utah, indi- 
vidually and d/b/a Metals Exchange; alleging vio- 
lations of the registration and antifraud provisions 
of the federal securities laws. Concurrent with the 
filing of the Commission’s complaint, defendants 
Rigby and Gibbons, without admitting or denying 
the allegations of the complaint, consented to the 
entry of orders of permanent injunction. On June 
1, 1979, the orders of permanent injunction were 
signed by the Honorable Bruce S. Jenkins as to 
both Rigby and Gibbons. 


The Commission alleged in its complaint, among 
other things, that the defendants engaged in the 
offer and sale of unregistered securities; namely, 
promissory notes, investment contracts and evi- 
dences of indebtedness issued by Roylance, G. R. 
and Associates, Inc., and Metals Exchange. The 
complaint also alleged, among other things, that 
untrue statements of material facts and omissions 
to state material facts occurred in the offer and 
sale of those securities. These misrepresentations 
and omissions, in substance, pertained to, among 
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other things, the use of investors’ funds, circum- 
stances under which investors’ funds would be 
returned, the operation of a “gold run” program, 
the ownership of corporate or personal assets; 
preferential treatment given to certain investors; 
the source for repayment of investor funds and ac- 
crued interest; and financial and recordkeeping 
deficiencies with G. R. and Associates, Inc. 


Litigation Release No. 8780/June 15, 1979 


United States of America, ex rel. Securities and 
Exchange Commission v. Gary R. Paro, 79 Misc. 
237 (N.D.N.Y.) (HGM) 


William D. Moran, Administrator of the New York 
Regional Office of the Securities and Exchange 
Commission, announced that on June 4, 1979, the 
Commission presented an Order to Show Cause to 
the Honorable Howard G. Munson, United States 
District Judge for the Northern District of New 
York, requesting that Gary R. Paro (‘‘Paro”) be 
punished for criminal contempt of a 1977 injunc- 
tion. Judge Munson set June 20, 1979 as the re- 
turn date on the Order. 


The Commission’s criminal contempt proceeding 
is based on Paro’s alleged violations of a Final 
Judgment of Permanent Injunction and Order of 
Ancillary Relief, entered against Paro on his con- 
sent by the United States District Court for the 
Northern District of New York on July 20, 1977 
(“the 1977 injunction’). The 1977 injunction en- 
joined Paro from further violations of the federal 
securities laws in connection with the offer, pur- 
chase or sale of securities in the form of invest- 
ment interests in advertising and promotional 
campaigns or any other securities. In its moving 
papers supporting the Order to Show Cause, the 
Commission alleges that Paro willfully disobeyed 
the terms of the 1977 injunctive decree by know- 
ingly engaging in the unregistered offer and sale of 
securities in the form of co-op advertisements. The 
Commission contends that the co-op advertise- 
ments offered and sold by Paro are investment 
contracts, and hence securities, in that investors 
participated in the venture with a reasonable ex- 
pectation of profits to be derived from the en- 
trepreneurial and managerial skills of others. Fur- 
thermore, the Commission alleges that, in connec- 
tion with the offer and sale of co-op advertise- 
ments, Paro made or caused to be made numer- 
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ous misrepresentations and omissions of material 
facts, concerning the circulation of the co-op ad- 
vertisements, the risks of investing in co-op adver- 
tisements, the finances of Paro’s business and the 
co-op advertisement venture, the failure of Paro to 
honor his proferred money-back guarantee, the 
prior injunctive decree, and various state enforce- 
ment actions against him. 


Litigation Release No. 8781/June 15, 1979 


S.E.C. v. ATLANTIC & PACIFIC CORPORATION, 
ET AL. (USDA, CO, Civil Action No. 77-W-1155) 


Robert H. Davenport, Administrator of the Denver 
Regional Office of the Securities and Exchange 
Commission, announced that on May 23, 1979, 
Chief Judge Fred M. Winner signed a Final Judg- 
ment enjoining Atlantic & Pacific Corporation and 
Holliss H. Marshall of Denver, in substance, from 
violating the registration provisions of the Securi- 
ties Act of 1933, as amended, in connection with 
the offer and sale of promissory notes of Atlantic & 
Pacific Corporation or any other securities of any 
other issuer whatsoever. 


As part of the judgment the defendants have un- 
dertaken that no securities of which Atlantic & 
Pacific or any of its subsidiaries is the issuer will 
be offered for sale or sold by them, unless and 
until a written notice of such proposed offers or 
sales is on file with the Denver Regional Office of 
the Commission for 60 days. 


The defendant Atlantic & Pacific Corporation has 
also undertaken within 75 days of the entry of the 
judgment to submit to the Denver Regional Office 
a document disclosing the financial statement of 
the corporate defendant, a list of persons com- 
prising the management, description of the busi- 
ness activities, details concerning both the insur- 
ance and financial operations of the subsidiaries of 
the corporate defendant and other information ap- 
propriate to enable the holders of the corporate 
defendant’s notes to evaluate those securities and 
to mail such disclosure document to each of the 
purchasers of the debt securities no later than 15 
days thereafter. 


The defendants consented to the judgment without 
admitting or denying the substantive as distin- 
guished from the jurisdictional allegations of the 





Commission's complaint. This judgment, in sub- 
stance, orders the defendants to comply with their 
undertakings. 


For further information see Litigation Releases No. 
8230 and 8291. 


Litigation Release No. 8782/June 15, 1979 


U.S. v. RUSSELL H. TWIFORD, JR. (USDC, 
Criminal Action File No. 78-CR-373) 


Robert H. Davenport, Administrator of the Denver 
Regional Office of the Securities and Exchange 
Commission announced that on May 21, 1979 
Russell H. Twiford, Jr. plead guilty to one count 
charging him with fraud in the sale of the securities 
of Polaris Mining Company. The Honorable Sher- 
man G. Finesilver, United States District Court 
Judge for the District of Colorado, sentenced 
Twiford to five years imprisonment, all but six 
months of which sentence was suspended and 
Twiford was placed on probation for a period of 
four and one-half years to commence upon his re- 
lease from confinement. 


For further information see Litigation Releases 
6965, 7050, 7094, 7104, 7160, 7379, 7395, 7627 
and 8448. 


Litigation Release No. 8783/June 15, 1979 


SEC v. LINK-UP + 1 SECURITIES, INC. ET AL. 
(USDC Colorado, Civil Action No. 79-581) 


Robert H. Davenport, Regional Administrator of 
the Denver Regional Office of the Securities and 
Exchange Commission, announced that on May 
25, 1979 the Honorable Richard P. Matsch, Judge 
of the United States District Court for the District of 
Colorado, entered a preliminary injunction against 
LINK-UP + 1 SECURITIES, INC., Jerome A. 
Bernstein, Lawrence Bernstein, Bernstein & 
Bernstein, Inc., and Jerome Bernstein and Law- 
rence Bernstein dba Continental Concepts; ap- 
pointed the National Association Securities Dealer 
as a preliminary receiver for LINK-UP + 1 SECURI- 
TIES, INC. and ordered the defendants to account 
for the proceeds of certain securities transactions. 


The order enjoins the defendants, in substance, 
from violating the registration and antifraud provi- 
sions of the federal securities laws and the regis- 
tration, bookkeeping and capital provisions of the 
federal securities laws applicable to broker- 
dealers in securities. 


The Commission filed its complaint in this matter 
on May 17, 1979 and had obtained a temporary 
restraining order which expired at 5:00 P.M. on 
May 25, 1979. The provisions of the temporary re- 
straining order largely paralleled those of the pre- 
liminary injunction. 


Litigation Release No. 8784/June 15, 1979 


U.S. v. Urcle C. Campbell, et al. (CR-79-56, 
U.S.D.C., D. Utah; CR-77-00141, U.S.D.C., D. 
Hawaii) 


Jack H. Bookey, Administrator of the Seattle Re- 
gional Office of the Securities and Exchange 
Commission, announced that on May 17, 1979, 
Urcle C. Campbell (“Campbell”) of Salt Lake City, 
Utah, was sentenced in the United States District 
Court for the District of Utah to three and one half 
years imprisonment by Judge Bruce S. Jenkins 
following his conviction on a charge of securities 
fraud. Campbell's conviction arose from his plea of 
guilty to one count of a multi-count indictment re- 
turned February 19, 1977 by a federal grand jury 
in Honolulu, Hawaii which charged Campbell and 
others with violating the registration and antifraud 
provisions of the federal securities laws and with 
mail fraud in connection with the sale of common 
stock of Rudolph Corporation. Upon Campbell’s 
motion, the case was transferred from the District 
of Hawaii to the District of Utah for disposition and 
sentencing as to him. 


On April 26, 1979, Norman E. Frank (“Frank”) of 
Honolulu, Hawaii, was fined $7,000 and Norman 
Nomuran (‘Nomura’) was fined $2,000 by Judge 
W. Matthew Byrne, Jr. following their conviction on 
charges of violating Rule 10b-5 under the Securi- 
ties Exchange Act of 1934. The convictions arose 
from a plea of guilty by Frank and a plea of nolo 
contendere by Nomura to the Information charging 
them with fraud in connection with the sale of 
Rudolph Corporation common stock. The indict- 
ment was dismissed as to Frank and Nomura. 
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Litigation Release No. 8785/June 19, 1979 


SECURITIES AND EXCHANGE COMMISSION v. 
UNITED FINANCIAL CORPORATION OF 
CALIFORNIA AND NATIONAL STEEL CORPO- 
RATION 

(United States District Court for the District of Co- 
lumbia) Civil Action No. 79- 


The Securities and Exchange Commission 
(“Commission”) today announced the filing on 
June 18, 1979, of a Complaint in the United States 
District Court for the District of Columbia seeking 
injunctive relief against United Financial corpora- 
tion of California (“UFC”), a publicly-held savings 
and loan holding company headquartered in San 
Francisco, California, and against National Steel 
Corporation (‘NS’), a publicly-held steel company 
headquartered in Pittsburgh, Pennsylvania. The 
commission’s complaint charges UFC with viola- 
tions of Sections 10(b) and 14(a) of the Securities 
Exchange Act of 1934 (“‘Exchange Act’) and 
Rules 10b-5, 14a-3 and 14a-9 thereunder, and NS 
with violations of Section 13(d) of the Exchange 
Act Rules 13d-1 and 13d-2 thereunder, in con- 
nection with the proposed merger between NS and 
UFC. 


The Commission also announced the entry by the 
District Court of final judgments of permanent in- 
junction against both UFC and NS. The judgment 
against UFC restrains and enjoins it from further 
violations of Section 10(b) and Rule 10b-5 in con- 
nection with inquiries by the New York Stock Ex- 
change (“NYSE”), other securities exchanges, the 
Commission and other securities regulatory agen- 
cies, and also restrains and enjoins UFC from fur- 
ther violations of the proxy provisions of the Ex- 
change Act. The final judgment against UFC also 
orders it to comply with its contemporaneously- 
entered undertaking to cancel all proxies pre- 
viously submitted by UFC’s stockholders in con- 
nection with the proposed merger between UFC 
and NS, and to resolicit proxies with a new proxy 
statement containing disclosure in accordance 
with the matters set forth in the Commission’s 
complaint. The judgment against NS restrains and 
enjoins NS from further violations of the provisions 
of the Exchange Act requiring disclosure of pur- 
chases of more than 5% of another public com- 
pany’s stock. UFC and NS consented to the entry 
of the final judgments without admitting or denying 
the allegations of the Commission's complaint. 


1042/SEC DOCKET 


The Commission’s complaint alleges that UFC, in 
seeking the approval of its stockholders of its pro- 
posed merger with NS, sent its stockholders proxy 
soliciting materials which were materially false and 
misleading in that they omitted to state material 
facts concerning the events and circumstances 
leading up to and including NS’ offer to acquire all 
of UFC’s common stock at $42 per share. The 
Complaint alleges that the proxy statement, mailed 
April 24, 1979, fails to disclose that UFC’s Board 
of Directors accepted NS’ offer and agreed to rec- 
ommend its approval to UFC’s stockholders under 
certain undisclosed conditions imposed by NS on 
its offer, including that the UFC Board accept and 
agree to recommend the NS offer promptly, with- 
out first consulting an investment banker to 
evaluate the offer and seek a higher offer. The 
complaint alleges that UFC’s two investment 
banking firms had advised that any offer be sub- 
jected to an evaluation prior to the Board’s agre- 
eing to it. 


The Complaint alleges that the UFC Board, with 
the assistance of one of the investment bankers, 
who had been hired by UFC in April 1978 to advise 
it regarding possible acquisitions, had reached a 
preliminary determination in January 1979 that $45 
per share was the minimum standard against 
which possible offers should be measured, and 
that that same investment banker, when informed 
of NS’ offer, said the price should have been 
higher. 


The Commission's complaint further alleges that 
the UFC proxy materials failed to state that, at 
their initial meeting, NS’ chairman of the Board, 
George Stinson, stated that, in the event of a 
UFC-NS merger, he would like UFC’s Chairman of 
the Board, Anthony Frank, on the NS Board. The 
Complaint also alleges the non-disclosure of the 
fact that the investment banking firm which ren- 
dered the fairness opinion to UFC, and whose rep- 
resentative had been consulted by UFC during the 
course of NS’ approach to UFC, had been a man- 
aging underwriter in a public offering of NS’ secu- 
rities in 1976. 


The Commission’s complaint alleges that UFC 
made inaccurate statements to an official of the 
NYSE who inquired of the company on March 5, 
1979 as to the existence of corporate develop- 
ments to account for the activity in UFC’s stock 
that day and in preceding days. The complaint al- 
leges that instead of responding completely and 





truthfully to the NYSE concerning the situation with 
NS, as it was obligated to do both under the fed- 
eral securities laws and applicable NYSE rules, 
UFC told the Exchange that (1) savings and loan 
companies had been the subject of recent acquisi- 
tion rumors, (2) from time to time UFC had re- 
ceived unsolicited inquiries concerning its avail- 
ability for acquisition, (3) UFC had received no 
such substantive inquiries recently, and (4) that 
UFC had received no offers. 


The Commission’s complaint alleges that NS, prior 
to its entry into a merger agreement with UFC on 
March 16, 1979, contemplated buying UFC’s stock 
in the open market in addition to that which NS 
had purchased before first contacting UFC about 
possible acquisition, and that NS failed to disclose 
this plan in statements on Schedule 13D it filed in 
April 1979 with the Commission, the NYSE and 
UFC. These filings were triggered by NS’ pur- 
chases of UFC’s stock in the open market which 
resulted in its ownership of more than 5% of UFC’s 
stock. The complaint alleges that Schedule 13D, 
by its terms, required the disclosure of NS’ plan to 
make additional open-market purchases of UFC’s 
stock. 


The Commission's complaint also alleges that NS 
failed to disclose, in its Schedules 13D, the fee 
payable by NS to its investment bankers pursuant 
to an agreement setting the fee as a percentage of 
the aggregate consideration paid by NS for a sav- 
ings and loan company. The complaint alleges that 
this fee should have been disclosed as a “‘finder’s 
fee” under Schedule 13D. 


Litigation Release No. 8786/June 19, 1979 


UNITED STATES V. RALPH READ, ET AL. (79 
CR 277; N.D. Ill.) 


William D. Goldsberry, Administrator of the 
Chicago Regional Office and Gregory C. Jones, 
Acting U.S. Attorney for the Northern District of Il- 
linois, announced that on June 12, 1979, Russell 
Rabjohns of Chicago, Illinois was sentenced to 
nine months of work release and four years of pro- 
bation upon his earlier plea of guilty to one count 
of conspiracy and one count of mail fraud. 


Rabjohns, formerly employed in various capacities 
at Cenco, Incorporated, a Chicago based corpora- 


tion, had been indicted on April 24, 1979 by a 
Federal Grand Jury in Chicago, along with six 
other individuals. The 33 count indictment charged 
that from 1970 through 1974, approximately $25 
million in false profit figures were reported by 
Cenco. It was alleged that a variety of devices 
were used to create this false profit including the 
inflation of the inventory of Cenco Medical Health. 
It was further alleged that in late 1974 and 1975, a 
scheme was entered into to create the appearance 
that non-existent inventory was destroyed. 


For further information, see Litigation Release No. 
8747. 


Litigation Release No. 8787/June 19, 1979 


SEC v. Drywood Corporation, et al. (Civil Action No. 
C-79-0962-LHB, U.S.D.C., N.D. Cal.) 


Jack H. Bookey, Administrator of the Seattle Re- 
gional Office of the Securities and Exchange 
Commission, announced that on April 20, 1979, 
the Commission filed a complaint in the United 
States District Court for the Northern District of 
California, against Drywood Corporation 
(“Drywood”’) and Asterisk, Inc. (“Asterisk”), both 
Delaware corporations located in Los Angeles, 
California; Kostanenos N. Hronopoulos (“K. N. 
Hronopoulos’”’) of La Jolla, California; Paul F. 
Scheibe (‘‘Scheibe’”) of Rancho Santa Fe, Califor- 
nia; Samuel T. Northern (‘Northern’) of La Jolla, 
California; Jon L. Ewing (‘Ewing’) of Rancho 
Santa Fe, California; Richard A. Parker of Poway, 
California; James R. Betts, Jr. (“Betts”) of Terra 
Linde, California; Robert R. Huzak (‘“Huzak’’) of 
San Rafael, California; Mark A. Lazarus 
(‘Lazarus’) of San Francisco, California; and 
George Hronopoulos (“G. Hronopoulos’’) of La 
Jolla, California. 


The complaint alleges that the defendants (except 
G. Hronopoulos) violated the registration provi- 
sions of the federal securities laws in connection 
with the sale of unregistered interests in limited 
partnerships and joint ventures formed to finance 
development of a wood-drying process and of un- 
registered promissory notes of Drywood and K. N. 
Hronopoulos. The complaint alleges that more 
than $12 million was raised from the sale of inter- 
ests in approximately 100 such partnerships and 
joint ventures. 
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The complaint alleges that the defendants violated 
the antifraud provisions of the federal securities 
laws by making untrue statements and concealing 
material facts concerning, among other things, the 
financial condition of Drywood, the profitability and 
tax treatment of the investment, technological 
problems with the process, and the status of in- 
vestigations by regulatory agencies and pending 
private litigation against the defendants. In addi- 
tion, investors were told their money would be 
used for research and development of the wood- 
drying process, but in fact, the complaint alleges, 
more than $1.2 million was diverted to G. 
Hronopoulos for an unrelated venture in which K. 
N. Hronopoulos and Scheibe had an interest; more 
than $1.5 million was paid to a company controlled 
by K. N. Hronopoulos and Scheibe, large portions 
of which were distributed for their personal benefit; 
and K. N. Hronopoulos and Scheibe received more 
than $1 million each from Drywood in undisclosed 
compensation, advances and expenses. 


The complaint seeks to enjoin the defendants from 
further violations of the registration and fraud pro- 
visions of the federal securities laws and to require 
K. N. Hronopoulos, Scheibe, and G. Hronopoulos 
to account for and disgorge all money received by 
them as a result of the sales of such securities. 


Subsequent to the filing of the complaint, defend- 
ants Drywooa, Asterisk, K. N. Hronopoulos, North- 
ern, Ewing, Betts, Huzak and Lazarus consented 
to the entry of decrees of permanent injunction 
against each of them without admitting or denying 
the allegations in the complaint. The decree 
against K. N. Hronopoulos retains jurisdiction over 
the defendant with respect to the prayer in the 
complaint for ancillary relief. The orders were en- 
tered by United States district Judge Lloyd H. 
Burke. 


Litigation Release No. 8788/June 19, 1979 
June 14, 1979 


SEC v. Samy M. Salem 79 Civ. 2342 (RWS) 


William D. Moran, Administrator of the New York 
Regional Office of the Securities and Exchange 
Commission, announced that on May 30, 1979 the 
Honorable Robert W. Sweet, United States District 
Judge for the Southern District of New York, 
signed a Judgment of Permanent Injunction 
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against Samy M. Salem (“Salem”) of Roslyn, New 
York, enjoining Salem from violating the anti-fraud 
provisions of the securities laws in connection with 
the offer, purchase or sale of securities in the form 
of options, or any other security. 


The complaint, which was filed on May 4, 1979, 
contained allegations that Salem, formerly a reg- 
istered representative employed by Thomson 
McKinnon Securities, Inc., a registered broker- 
dealer with principal offices in New York, New 
York, violated Section 17(a) of the Securities Act 
of 1933, Section 10(b) the Securities Exchange 
Act of 1934 and Rule 10b-5 thereunder by, among 
other things: engaging in unauthorized over-the- 
counter and listed option transactions on behalf of 
certain of his customers; failing to obtain full and 
fair market value for certain over-the-counter op- 
tions; failing to disclose to certain of his customers 
that over-the-counter options written by Salem 
against their accounts for premiums substantially 
below fair market value were purchased by a 
nominee account controlled by Salem and were 
simultaneously resold by Salem at a profit; report- 
ing falsely to certain of his customers the execu- 
tion of certain options transactions which transac- 
tions, in fact, had not been executed; withholding 
from certain of his customers confirmations of 
over-the-counter and listed option transactions 
executed for their accounts, and transferring re- 
sponsibility and liability for over-the-counter op- 
tions from an account of one customer against 
which the options were originally written to an ac- 
count of another customer without the authority of 
either customer. (For further information, see Liti- 
gation Release No. 34-15768 and Securities Ex- 
change Act of 1934 Release No. 15768) 


For Immediate Release 
Litigation Release No. 8789/June 19, 1979 


Securities and Exchange Commission v. Reginald 
Bernard Chisholm, et al. (D.C. Massachusetts 
79-1114-Z) 


Willis H. Riccio, Administrator for the Boston Re- 
gional Office of the Securities and Exchange 
Commission, announced that on June 11, 1979, 
District Court Judge Rya W. Zobel entered Orders 
of Permanent Injunction and Other Equitable Re- 
lief against defendants Reginald Bernard 





Chisholm, the DAVREG Trust, American Man- 
agement Group, Inc., and AM Group, Inc. The or- 
ders enjoin the defendants from future violations of 
Sections 5(a), 5(c) and 17(a) of the Securities Act 
of 1933, (“Securities Act’) and Section 10(b) of 
the Securities Exchange Act of 1934 (“Exchange 
Act”) and rule 10b-5 promulgated thereunder. 


The Complaint filed on June 7, 1979, alleged that 
each of the defendants violated the registration 
and anti-fraud provisions of the Securities Act and 
the anti-fraud provisions of the Exchange Act in 
connection with the sale of $1,107,000 of unreg- 
istered securities of the DAVREG Trust and Talis- 
man, Inc. 


The complaint and supporting affidavit alleged that 
the defendants sold securities in the form of in- 
vestment contracts for the develoment and man- 
agement of various real estate and other commer- 
cial ventures. The real estate ventures included 
projects for the development of apartment houses, 
shopping centers, residential, and vacation resort 
complexes. Other commercial ventures included 
projects for the cultivation and distribution of 
jojoba bean seedlings, the purchase and operation 
of jojoba bean plantations, and the marketing of 
jojoba beans and their products. The documents 
filed with the court alleged that investors were 
promised their money back plus 10% interest 
within 6 months to 1 year, as well as an ownership 
interest in the projects. The guarantee of a 100% 
return was secured by promissory notes issued to 
investors and signed by Talisman, Inc. or the 
DAVREG Trust. Investors were shown financial 
statements which reflected assets of $6,000,000 
for Talisman, Inc., and $30,000,000 for the DAV- 
REG Trust. The complaint and affidavit alleged 
that these financial statements were fraudulent, 
and that investors were not told that the assets 
they reflected consisted of the stock of corpora- 
tions wholly owned by Chisholm who had himself 
arbitrarily set their value. The assets of the under- 
lying corporations were alleged to consist wholly of 
Chisholm’ claim to a 620 acre tract of land in San 
Bernardino County, California, which is now and 
was then owned by the U.S. Government. It was 
also alleged that Chisholm’s claim consisted of the 
filing of an application with the Bureau of Land 
Management and the payment of fees totalling 
$2.50 an acre. 


The complaint and affidavit stated that Chisholm 
aised approximately $1,107,000 from the sale of 


these securities, and that none of the investment 
projects ever became operational or realized a 
profit. 


In addition to requesting preliminary and perma- 
nent injunctions, the complaint also asked, and the 
order provided as ancillary relief, that each of the 
defendants file a certified accounting with the 
Court setting forth all funds directly or indirectly 
received or disbursed by them in connection with 
the offer and sale of these securities. 


The complaint also sought, and the order provided 
for, a freeze on the assets of the DAVREG Trust, 
American Management Group, Inc. and AM Group, 
Inc. until such time as the court may appoint a re- 
ceiver for the three entities. 


Simultaneously with the filing of the Complaint, 
Reginald Bernard Chisholm, the DAVREG Trust, 
American Management Group, Inc., and AM 
Group, Inc. consented, without admitting or deny- 
ing the allegations of the complaint, to the entry of 
the order providing for the above relief. 


Litigation Release No. 8790/June 19, 1979 


SECURITIES AND EXCHANGE COMMISSION v. 
LOREN J. BERMAN [United States District Court for 


the Central District of California, Civil Action 78-0906 
LEW(Px)] 


The Securities and Exchange Commission an- 
nounced today that the United States District Court 
for the Central District of California entered a 
Judgment of Permanent Injunction by default 
against Loren J. Berman of Malibu, California. The 
District Court permanently enjoined Berman from 
violating the anti-fraud and margin provisions of 
the Securities Exchange Act of 1934. Berman 
failed to file an answer or otherwise move with re- 
spect to the Commission’s complaint. The action 
was instituted against Berman on March 9, 1978. 


The Complaint alleged that Berman violated the 
antifraud and margin provisions of the Securities 
Exchange Act of 1934 in connection with certain 
transactions in securities of Triton Oil & Gas Cor- 
poration (“Triton”). According to the Complaint, 
Berman opened accounts at three brokerage firms 
using assumed and fictitious names and provided 
false and misleading information and omitted to 
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provide material information to such brokerage 
firms in connection with his transactions in Triton 
common stock. It was further alleged that Berman 
purchased Triton common stock through an ac- 
count at one broker, and simultaneously sold such 
stock through accounts at the two other brokers 
and paid for the shares purchased by causing the 
purchasing broker to deliver shares through inter- 
mediary banks to the selling brokers, who in turn 
paid for the delivered shares with proceeds de- 
rived from the sale thereof. As a part of the 
scheme, according to the Complaint, Berman 
caused the purchasing broker to extend to him il- 
legal credit to finance such transactions. 


Litigation Release 8791/June 21, 1979 


Securities and Exchange Commission v. Schick, 
Inc. (United States District Court for the District of 
Columbia) Civil Action No. 79-1627 


The Commission announced today the filing of a 
civil injunctive action in the United States District 
Court for the District of Columbia against Schick, 
Inc. (“Schick”), a manufacturer of personal care 
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appliance products including hair dryers and elec- 
tric shavers, of 33 Riverside Avenue, Westport, 
Connecticut 06880, alleging violations of the re- 
porting provisions of the federal securities laws 
and seeking a judgment of permanent injunction 
and other equitable relief. 


The Commission’s complaint alleges that Schick 
has failed to file its Annual Report on Form 10-K 
for its fiscal year ended February 28, 1979, which 
was required to have been filed with the Commis- 
sion by May 29, 1979. Further, the complaint 
charged that Schick, as part of a continuing course 
of violative conduct extending over several years, 
has failed timely to file certain of its Annual Re- 
ports and Quarterly Reports required to have been 
filed with the Commission. 


The Commission’s complaint requests the Court to 
order Schick forthwith to file its Annual Report on 
Form 10-K for its fiscal year ended February 28, 
1979, with the Commission. Further, the Commis- 
sion requests the Court to enjoin Schick from fur- 
ther violations of the reporting provisions of the 
federal securities laws. 
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